


THE ALABAMA PREPAID AFFORDABLE COLLEGE TUITION PROGRAM
MEETING OF BOARD OF DIRECTORS

MINUTES
FEBRUARY 23, 2005

BOARD MEMBERS:

Ms. Kay Ivey, Chairman

Mr. Ed Sherling

Mr. Willie Huff

Dr. Harold McGee

Ms. Sarah Moore

Dr. Mike Malone

Ms. Janet George, representing Dr. Roy Johnson
Lt. Gov. Lucy Baxley (nort present)
Mr. Bill Drinkard (not present)
Mr. Ricky Jones (not present)

ALSO PRESENT:

Ms. Darna Story, Assistant Treasurer

Mr. Anthony Leigh, Deputy Treasurer

Mr. Roman McLeod, College Savings Program Coordinator
Ms. Brenda Emfinger, College Savings Program Director
Mr. Mike Manasco, Treasury Legal Counsel

Mr. Bud Pellecchia, Callan Associates, PACT Consultant
Ms, Patricia Higgins, Court Reporter

Pursuant to written and public notice, a public meeting of the PACT Program was held in Room
300, RSA Union Building, 100 North Union Sweet, Montgomery, Alabama. on Wednesday,
February 23, 2005, commencing at 11:00 a.m.

Chairman [vey called the meeting to order and requested roll call. A quorum was present.

Chairman I[vey recognized Janet George from the Department of Postsecondary Education, who was
representing Dr. Johnson, and Pat Higgins, the owner of Dunn, King & Associates, a registered
professional reporters organization.

Chairman [vey presented the minutes of the December 8, 2004, board meeting. Ms. Emfinger
presented a correction to the minutes to reflect that Chairman [vey temporarily left the meeting and
Vice Chairman Ricky Jones presided. Mr. Huff made a motion to approve the minutes as amended

with a second by Mr. Sherling. The motion unanimously carried.

Agenda Item II1. A. (1))
The program report was received as information.

Agenda [tem IT1, AL (2.)
Chairman Ivey called on Bud Pellecchia for the quarterly investment report.




M. Pellecchia began with an update on the SEC inguiry regarding the consulting indusiry. A letter
from Callan's chairman was seat to all clients in January. In Fubruai}-, the SEC did respond to
Cailan, asking for additional information relating to disclosure procedures with owr clients. Callan
viewed this as an opportunity to make them aware of the disciosures that are in place and the
stopgaps we have with regard to any potenual conflicts of interest. They think that nothing wiil
come of this, that there's a very good chance they mav never hear from the SEC again.

He said, T also call your attention to another recent article in the New York Times about this subject.
[t did not bring up anvthing new, but it pointed out how some public funds have done their own
audits of consulting firms.

In looking at the December 31 quarterly report, [ wanted to give a briel synopsis on performance of
this fund since Callan has been involved and just to make a comment that absolute performance has
been very good. lt's been ahead of what actuarial assumptions are, but that is semething that none
of us can take credit for because of the fact that the markets have done so well. three, and
particularly the last guarter of '04. And vou will see that.

On a relative basis, we have stll underperformed our benchmarks. And [ think we have all
collectively done a lot of work in this area to address these problems, both from due diligence, asset
allocation work, and the hiring of new managers; but as vou will see, we do have more work to do
tn making the performance turn around. But from a big picture kind of view, performance has been

very good.

It vou turn to the first section for a quick svnopsis on the markef overview during the iast ¢
vou'll see on page 2 that equity performance was very strong for the quaiter. The S&P 200 was up
over 9 percent. The non-US equity EAFE benchmark was up over 13 percent

quarter.

The eguity markets were driven by three things: One, the resolution to the U.S. presidential
clection, falling energy prices, and expected moves by the Fed. Although there were two rare
increases, it was what all investors expected; so there were no surprises, which helped the equuty
market.

The domestic fixed income market, despite the two rate increases. was in positive ferritory at 93
basis points for the quarter.

For the full vear, the S&P was up over 10 percent; bur just about all of that return came in the last
quarter. The EAFE was up over 20 percent, and domestic fixed was four and three-quarters

On page 3, looking at just domestic equity tor the quarter, small cap managers beat large cap once
again; but for at least this quarter. growth slightly beat value. Ower the longer term. the ftour
quarters ending December 31, small value was the place to be. Once agam, small cap 1nd value
outpertormed. '

On page 4, domestic fixed income was in positive temitory. The fixed income murket wias acma‘iéy
quite resitient despite the short-term rate hikes. Most managers expected rates to mcre
term rates certainiy did with the Fed raising those rates, but the long-ierm rates aumf‘.. 3%2‘1_\_'6(5: the
same and 1n some cases

came down. Core bond managers for the quarter were up | percent, slightly ahead of the
benchmark. And for the full year, core boad managers were up 448 percent. Even though there

was Fed rate increases during the vear. extended maturity managers were solid pertformers, up over




8 percent. And, again, that's because the longer-term rates stayed the same or came down a hitle
bit. High vield was once again a strong place o be as spreads contracted in the high-vield market,
On page 3, international equity, ror the third consecutive vear, the EAFE beat the S&P 500, As |
mentioned, it was up 135.32 for the quarter. More than half of the quarterly return came from the
depreciating dollar. For the vear, of the 20 percent return that we saw in EAFEL, about 3 percent
came from the depreciating dollar. All areas of the world performed well, with emerging markets
once again leading the wav, And 2004 marked the fourth consecutive vear thar emergmg markets
beat developed markets with strong performance there for the vear of 26 percent.

On page 9, there is a snapshot look at the asset allocation as of the end of the Vear.

Dr. Malone asked if thev had anticipated the economic effects of the tsunami, particularly in the
Pacific Basin. Mr. Pellecchia responded that there would be repair work, so there would be a lot of
spending going on. While consumers over there may not be the ones spending, the governments
will probably do a lot of spending, and that will acwuaily help demand. We could see positive
returns from there.

Turning again to page 9, asser allocation, large cap and small cap equity were right on target.
There was a slight overweight o internarional equity and underweight to tixed income. bur there
was an allocation of cash as money came in during the quarter. There was no recommendation for
any asset allocation changes.

Page 10 provides a look at the performance for the quarter for the total fund and its atribution
analysis, which breaks down that return. The actua! retum was 7.85 percent, which is a very sirong
absolute number for a quarter. However, the wrger return, had you been 100 percent invested in
indexed funds at the target weight, would have produced an 8.36 percent return. There were two
different effects. One was managers’ performance, and the other was asset allocation. The
managers detracted value by 32 basis points for the quarter. Most of that, 48 basis points. came in
the large cap equity area. Five basis points was on the positive end, where we were stightly
underweighted in domestic fixed ncome, when equities performed a lot berter during the quarter.
[n summary, vou have strong performance here for the quarter, but not as 2ood as the benchmark.

Page 13 ranks your performance over time versus the Callan public fund sponsored database. The
quarterly return ranked fairly high, in the 33th percentle. However, the longer periods, including
the one-year number, were below the targst and in the boitom quartile. We have addressed manager
issues, but there is stil! work o do.

Page 13, for the quarter, there was an investment retum m dollars of close to $30 million. which
brings the fund to $688 million as of December 31,

Page 20 was requested by the board. There is 2 list of your current managers. their penchmarks, and
their inception date, showing that we have made moves in addressing manager performance. You
only have two really long-term managers. Sterne Agee and Rhumbline, Peregrine and AmSouth
have been managers since 1999, and the rest of the managers are very recent hires. State Street and
Bank of'Treland have been terminated.

Page 25 is the performance of Peregrine, the large cap growth manager.  They beat their Russell
000 growth benchmark and were ranked low median. however, in the 64th percentile. they had a
stgnificant overweight in technology, which helped performance; but most of the postelection ratly
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was led by lower quality stocks. Their style is to invest in high quality growth compaites, which
means that they do not participate when those lower quality stocks take otf, which is the reason they
underpertormed in 2003 and in the first and fourth quarter of 2004, The longer-term performance
for Peregrine is better with the five-year number in the 32nd percentile. The three-year number is ar
least close to median. The last three vears have been disappointing for Peregrine: but we still think
this is a solid manager, a high quality, strong growth manager. Their stvle of performance has just
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not been in favor over the last three vears. And even with that, it vou ook on page 26, on a vear-to-
vear basis, the other four vears were close ro median or right above. [f vou were 1o replace
Peregrine with the same wvpe of manager, you would be looking at three- and five-vear performance
numbers; and you would have a hard time finding managers that have outperformed what Peregrine
has done. Callan still feels swongly about Peregrine.

Mr. Huff asked if we are overfunded in large cap growth in that the last five vears, it has
underpertformed small cap and why do we think that large cap growth is going o ger any beuer
going forward? Mr. Pellecchia responded, markets move in cvcles and tt has been a value market
over the last five years, which would lead me to believe that growth is going 1o outperform going
torward as opposed to value outperforming going forward. A historical chart would show thar
growth and value do move in cveles, If you recail. in the late '90s, it was ail growth. In March of
2000, it sort of changed on a dime. Overall, you want a policy that is equal weighred with no bias
towards growth or value. And as far as caputatization, we look ar a broad benchmark. like the
Russell 3000 or the Wilshire 3000, which inciudes all caputalization stocks, And if vou break down
that broad benchmark by capitalization, about 15 to 20 percent of that benchmark is small cap. And
that is approximately where vou are. My, Huff responded that he thought we had 9 percent in small
cap. Mr. Pellecchia explained that 9 percent of the total fund is smail cap and if vou take that out of
the total domestic equityv, it is about 15 to 20 percent.  Mr. Huff stated that he believed thar Just
because something happened that wav for the last 30 vears doesn't necessarily mean it will happen
again, which leads him to believe that mayvbe we stll have too much moneyv in the area. My
Pellecchia responded thar they were comfortable with the amount of money in large cap growth.
Mr. Huff and Mr. Pellecchia had a discussion on market timing. Mr. Hutf noted thar Mr. Pellecchin
had answered his question satisfactorily,

Ms. Moore asked if Peregrine had anv changes in management or portfolio managers during their
teaure. Mr. Pellecchia responded that they had been consistent from the oeginning.

Mr. Pellecchia then turned the Board's attention 1o page 30. the performance of Rhumbline, the
index manager, replicating the Russell Top 200 stocks. He stated that Rhumbline had performed as
expected, mimicking the index within a certain amount of tracking error. The performance as a
comparison against active large cap core mianagers Is an indication of where index managers have
performed against active managers over time, and especially those with the fargest cap.

Mr. Huff asked about the Rhumbline fees compared to Peregrine. Mr. Pellecchia stated that the
Peregrine fees were higher. Mr. Huff further observed thar if ¥ou look at the five-vear and the
hree-year of Peregrine to Rhumbline, Rhumbline has outperformed, so that in effect, the compuier
has outperformed an active manager even though we're paying more for the undemerformance. My,
Peilecchia stated that we are paying for exposure to growth and that in a fund of this size, it pavs to
have a combination of passive and active, that the allocation amounts are appropriate.

—t

Page 33 shows the relatively large cap value manager Bear Stearns, They underpertormed the valu
ndex for the quarter and for the six months. As you can see. that benchmark itself was a wug
bogey to beat for active managers. Bear Stearns, as we wlked about on the conference call for the
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Investment Committee, was hurt by Insurance mdustry holdings, specificallv, Marsh & Melennan,
Also, AIG and St. Paul Travelers came down along with it. They trimmed their position at Marsh &
Mclennan, but they still think that it's an undervalued stock. They were also hurt by exposure 1o
pharmaceutical company. Phizer, following the news about Celebrex potentially linked 1o risks of
cardiac problems. Thev are below the benchmark tor the six months that vou've hired them; but
against the peer group, they are basically at the median. the st percentile. They didn't get off 1o 2

good start, but it's only been six months.

Page 36 shows Famest Partners, a new small cap vaiue manager hired about six months ago. We
have good performance, 19 percentile for the quarter and {21k percentile for the six months. beating
the 2000 value. Mr. Pellecchia continued that small cap growth, on the other hand. page 39, was
very good, up over 13 percent. State Street 15 the manager that was hired and then had personnel
changes and was terminated. They had a decent quarter coming back on an absolute basis. siil!
trailing their benchmark.

Page 43 is the Bank of Ireland. Thev were basically ar their benchmark, slightly below, but ranking
high. as the benchmark was a ditficult bogev to meet. For the quarter, up 15.24 percent. Thewv are &
manager that has a bias towards high quality, high cap stocks in the intemational area. What was
rewarded in this time period was lower quality, small cap, emerging markets. Originally, we were
locking to compliment Bank of Ireland by hiring a second manager.  Ultmatelv, they had more
problems because they lost a good amounr of their portiolio managers. And so when we were in the
process of that search, we decided 1o replace Bank of Ireland instead of comphlmenting them. And
now we have engaged New Star, so vou will see performance for New Star going forward.

Page 45 is AmSouth Asser Management, one of the fixed income managers. They underperformed
for the quarter and for the last rwo years. They are more of a conservarive oriented fixed income
manager. In 2003, their underperformance was really a result of being significantly underweighr in
the corporate area, espectally the lower quality corporates. In 2004, they added o their corporate
cxposure, but they were anticipating a rise in interest rates; and as such, thev had a much lower
duration than the benchmark. When rates did not rise in 2004, that led to their underpertormance,
Over longer term, three-vear and the five-vear number, thev have good performance, 37 to 16th
percentile. They are a verv good compliment to the other fixed income manager, Sterne Agee, in
that Sterne is much more aggressive, will hold more credit, will hold MOIE ageressive Seclors.
including CMO's. However, there has been discussion about the possibility of changing the dollar
allocations between the two fixed income managers.

Mr. Huff informed the Board that the [nvestment Committee had had a conterence call on January
26th and discussed the fixed income managers, specifically, the issue of performance conparison
between Sterne Agee and Amsouth, questioning whether we have the proper amount of monev
allocated between the two, in that Sterne Agee has always ourperformed AmSouth on ail the vearly
schedules. The Invesiment Commirttee has asked Bud to come back o the Investment Conunities
with a recommendation next month. My, Pellecchia stated that he would be prepared to do thar and
that there was a better case for overweighting a portfolio o one manager versus another when vou
have the managers theoretically doing the same thing. It's not like a

growth-value type of thing,

To close. on page 51 is the performance on Sterne, They have consistently performed very well,
actually had a longer duration than benchmark during the quarter. and more cxposure (o corporates
and mortgages. Mr. Huff asked if there had ever been a manager on the equity side, or the fixed
income side, that always beat the index for every category? Ms. Moore stated that she had noted




that Sterne Agee s at the top 10 percentile and everybody else is at the bowom 10 percentile in
everything we're doing. Mr. Huff stared that Bud would be making a recommendation. Ms. Moore
asked if that would be the Investment Committee's decision and was told that it would be with the
recommendation presented to the Board.

Ms. Moore stated that the report was very disturbing and that looking art the percentiles where we've
been performing and considering our funded status in our PACT program. she was very concerned,
She turther stated that the fund managers are just not performing very well; and even with the
market, you want people to be actively managing your portfolio to do better than the indexes. And
not only are we not even at par with the indexes, we're sub par. She questioned how we're going to
get where we need to be with these managers. The Chairman stated thar this wis a point well made.
Ms. Moore stated that she saw a quote from Will Rogers one time, "This ain't no time for slow
ponies,” and that she thought we're riding some slow ponies. Mr. Pellecchin then directed Ms,
Moore's attention to page 20 of the report to note actions of the Board aken over the last year to
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address these issues. Ms. Moore further stated that we have given a lot of them long enough.

Mr. Pellecchia stated that the Rhumbline portfolio is an index fund where vou should expect index
performance. Ms. Moore stated that she understood that one, but that if vou just look ar the
performance of many of these managers, they're in the bottom half. She stated that if she had the
fuxury of sitting on a funded position of 300 percent, she wouldn't worry as much, but does worry
because we're underfunded.

Mr. Pellecchia stated that he did understand and that a lot of these issues have been addressed. Fox
Asser Management was a large cap value manager for a number of years with underperformance
and was terminated, with Bear Steamns being hired only six months ago. The small cap manager
was a tirm called Citigroup, who had been slightly underperforming.  Thev were really more
hugging the benchmark, but we were paying active fees, so they were terminared and a value and a
growth manager were hired. The growth manager had personnel issues, so thev were erminated
quickly. Earnest has dene a good job for the six months. Bark of Ireland we fired,  Sterne Agee
has been performing well, and AmSouth over the three-year period to five-year period has been
performing well. So we have addressed a lot of the manager issues. He further stated vou can't just
fire managers every six months. Ms. Moore stated that she realized that; but that since she had been
on the Board, it was just tough to keep looking at these negative numbers, and we need to be critical
of these returns. She said we will address a lot of these things in the Long Range Planning
Committee meeting this afternoon to seejust how much room we give people.

Dr. McGee said that he would assume in the Long Range Planning Committee that the biggest issue
would be how to close the gap we've got and that this would be a part of the recommendations.
Chairman Ivey intervened, sayving that the Long Range Planning Committee would make some
recommendations to find ways to close the gap and turn those deliberations over to the Invesunent
Commitiee, so both teams could conceivably be working 10 find sofutions to closing the gap.

Dr. Malore stated that there has been a systemic problem with the Board acting. but that thev have
raken some steps by engaging the Investment Commitice on a regular basis w review the data.
Chairman Ivey clarified, saying three to four weeks afrer every quartter, the Investment Commites
will have those scheduled discussions.

Dr. Malone then stated that the Board needs o look at its own internal procedures and processes (o
make sure we're not the enemy and expressed concern about pulling the wigger maybe faster than
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we should. He further stated that he believed the Board. the last throe vears, had been very quick 1o
look at the data and make some tough decisions concerning steps to take.

Chairman Ivey noted Ms. Moore's concern over manager returns.

Chairman Ivey called on Mr. Huff for the Investment Committee report, uwng that Mr. Jones was
serving as the national president of the American Wholesale Marketing Association and was
attending their annual meeting.

Mr. Huff reported that the Bank of Ireland was terminated. but that it ook longer than expected on
the contract language with New Star. As a result, the Investment Committes agreed e have Bank
of Ireland act as manager of international assets uniil the new contracrt is in place, which should b
within a month. Additionally, New Star requested an amendment o our policy regarding emerging
markets. Based on our d1su15>10n> with Bud, the Investment Committee is reco wmendmg the
approval of that amendment to allow New Star to invest up 1o 10 percent i emerging markets. The
report was received as information.

Mr. Leigh returned from the Legislature and reported on the 529 | egislation. He reported that the
Education Finance and Taxation Committee unanimously approved the Senate bill out of committes
this moming. The only problem is that if this bill passes the Senate, it will have to 2o back to the
House. The ideal thing would have been to substitute the House bill, which was passed vesterday,
in the Senate. Mr. Huff asked when the final legislation will be pc\mud Mur. Leigh responded thas
hopetully, it would pass in nwo or three weeks

Agenda ltem IV, AL

Chairman Ivey called the Board's attention to consideration of the resolution for a provider of
payment processing services. A motion was made bv Ms. Moore 1o approve Regilons as provider
for payment services. The motion was seconded by Mr. Huff, with unanimous approval

Chairman [vey noted appreciation for the stff analvsis to zive the Board a clear understand; ng.

Agenda ltem V. B,

Chairman Ivey then called on David Dahill for a presentation on securities lending. Bv way of
mformation, Ms. Emfinger explained that JPMorganChase, the new custodian. had included
securities lending as part of their pricing schedule and thev had been askad to give the Board an
overview of securities lending.

Mr. Dahill began by stating that securities lending was a low risk product thar allows vou 1o add
incremental returns to your portfolio by unlocking the economic value of the securities that vou
hoid in vour portfolio. The following was his discussion:

We use our securities lending agreements to establish the risk profiles of cach lender 1o determine
what type of flexibility on the collateral management side. the approved borrowers. the different
tvpes of collateral, whether it be securities or cash, and how we can reinvest that, Our objective 13
1o take your risk tolerances and vour concerns and maximize the associated revenue that can he
generated from securities lending,




So on page | of the presentation that we have handed out, [ huve put together what the overall
phifosophy and objective of securities lending is to kind of give vou a sense of whar JPMorgan wili
do for you in anticipation of participating in a lending program.

On page 2, we describe 1o vou what is securities lending. It is an asser management technique in
which we are lending securities out to different broker-dealers and banks in return for collateral,
typically in the form of cash. The securities in demand are listed on the left-hand side here. and vou
sce that goes from U.S. treasuries down to real estate investment trusts. Tyvpicallv, vou will see 80
to 100 percent of your treasuries go out on loan, whereas. vour equities wiil only be out on loan in
the range of 8 to {3 percent of the securities that vou have in the lending program. We lend those
securities out versus the different tvpes of collateral, which is cash, securiies, and letters of credit.
We lend those out on a collateralized basis-

And when we are putting those securities out on loan for you, we are receving collateral ar 102
percent of the value of the securities that go out on loan for same currency securities. So if we are
lending U.S. dotlars, we take in dollars ar 102 percent. [f we're lending Euro securities, we wke in
103 percent. The differential between the margin is associated with the foreign exchange risk
associated with the nonsimilar currencies when vou're lending Euro securities and taking in dollars
as collateral. We then take that cash collateral that we receive from the borrowers and we reinvest it
in accordance with vour investment poiicies. We take that cash and we wv and eam higher than
what the Fed target rate is. So in the current interest rate environment, where the Fed policy is at
two and a half percent, we're going to try and invest at something higher than thar. So our
benchmark is that Fed target rate. Typically, we eamn 10 to 135 basis points ntgher than whart the Fed
target rate 1. And then when the borrowers pledge the cash to us, they expect us to pav them a rate
of rerurn or a rebate on the value of the collateral that they have pledged. The differential between
the two is the spread or the profit associated with the transaction.

50 if you tumn to page 3, it will show vou who are the institutions that are providing the supply of
securities into the marker:  Pension funds, msurance companies. mutual funds, endowments,
foundations, even sovereign instirutions, including central banks.

Mr. Huff asked what kind of securities is the cash collateral invesred in to generate our profit or
why we're doing this. Mr. Dahill responded that the return that vou would generate is invesied
typically in timed deposits, repurchase agreements, medium-term notes, overnight commercial
paper. There are different paramerters associated with the program. And vou can define what we
can invest that collateral in through the confracts that we negotiate with you; but tvpically, our
largest allocation right now in our program is in repo, which is overnight securitv. Mr. Huff askad
what kind of spread we receive on that or how many basis points we generally are targeting. Mr.
Dahiil responded that it would be 10 to 13 basis points over the Fed targer. Mr. Pellecchia clarified
that this was on the collateral, not necessarily what we're going to make.

Ms. Moore asked whether we would be getting about 28 basis pownts. Mr. Dahill responded that
typically. that would be what you would get on your securities that are on loan. So if vou had 100
percent in treasuries, vou're probably getting 28 basis poInis on vour entire portfolio. And that
varies by asset class. The most profitable securities are vour international equities. There's a tax
atbitrage value associated with them. As a US. plan, you're entitled to, sav, 83 percent of the
dividend. A local investor may be entitled o 100 percent of the dividend based on the tax treaties
between the U.S. and the countries that vou're investing . The arbitrage value is the difference
between what you're entitled to and what the local resident is entitled to, We understand that, and
we can caleulate that. And then we split that with the broker-dealer, and then we again split that




with you as the lender of your securities. There are also other arbitrage values associated with a
merger and acquisition.  Typically, the acquiring company will fall 0 price and the acquired
company will rise in price. So the broker-dealers and the banks are aware of that. So they will
come in and they will borrow the company that's buving or merging, and thev will short it in the
market. And then when it hits a price that they feel is their acceptable level of profi, thev 0 out
and repurchase it and return it back to the bank.

Mr. Hutt asked how you address the coordination issues; for exampie, it a money manager wanis (o
dump a stock that we've got out on a loan. Mr. Dahill responded that it's the same wav that vou

would handle it if you were adjusting custody and you were not lending it. There is no need for
dual notifications. So the manager would inform us as vour custodian that theyv are selling the
security. What we do is we look to our broad inventory base of over $900 billion in our program 10
realiocate to another lender or to another account that you may have that holds a similar security or

the same security. If vou don't have it, then we look to another lender in our program.

Ms. Moore stated that it would seem that we're not going to lose any flexibilitv.  Mr. Dahill
confirmed that you can sell the securities at any specific time that vou want. My, Huff explained that
we take advantage of the large portiolio of lenders that's in their universe.

Mr. Dahill explained that there are instances where a security becomes very high in demand and
we'll have 100 percent of that security out on loan. What we do then is we recall the borrower, We
will tell him that they need to send it back 10 us on settlement date for vour manager's sale. [f they
fail to return it, we AutoSettle vour account; we credit your account with the cash procesds of that
sale so your manager is whole. And we penalize the borrower by dropping his rebate down o zero.
If the borrower fails to return or goes into default, we can then seize the collateral, liquidate the
coliateral, and then repurchase those investmenis to cover our advance that we made 0 vour
account.

Mr. Huff asked how much in absolute doilars do we anticipate on a vearly basis. Mr. Dahill stated
that the profit that you would make would be approximately $134,000. And that was based on your
asset valuation of September 30, which was abour S600 miltion. As [ heard earlier, it's zone up in

value 10 3688 million. So the larger vour portfolio becomes, the greater that spread becomes on a
larger balance and the greater the profit becomes.

Mr. Dahill pointed out the institutions that participate on page 3. Page < shows what their agent
structure looks like. He stated: JPMoigan sits in the middle and has a contract with vou as the
lender and a contract with our counterparty, the broker-dealers. We deliver and receive :—“'f“u;'i{:les.
You have direct recourse against the counterparty, being that it anything were to happen
JPMorgan, the contracts that we have in place would allow vou to look through to the underivi g
borrower to claim back vour securities or 10 seize the collateral in the event that anvthing ever
happened to JPMorgan.

We indemnifv vou against counterparty default, so H)\[Oi‘?dﬂ docs a rigorous credit raview of ali
the counterparties that we are lending the securities. We're so comfortable that these are fine, high-
quality institutions, that we're willing to put our capital on the line. Should anvthing hap ppen w here
our borrower goes into bankruptcy or default, we will replace the value of vour securiries. You
know, tf we have insufficient collateral, JPMorgan reaches into its own capital pocket and will
replace the value of your security,
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Similarly, we have an indemmity against collateral defaull,  When we are taking securities as
collateral, one of the competitive advaniages of JPMorgan 15 we're the largest clearing agent of
federal book entry items. So the borrowers are able o pledge their collateral box versus the
securities that they are borrowing. And because we see what collateral they clear through the Fed
every day, we are completely comfortable thar we car secure and segregate enough collateral on
behalf of these foans that should anything happen where we were to go and tiquidate that collateral
in a default situation and it turned out to be insufficient because of market increases or the i ming,
JPMorgan would indemnify vou for any potential losses or risks associated with securities
collateral.

The main risk to vou as a lender is the cash collateral reinvestment. So, under JPMorzan, we have
the financial asset management arm, which is over 600 billion in fixed-income assets under
management. We leverage thew credit research to evaluate and select the names that we can
purchase for you in the commercial paper or in the timed deposits or in the medium-term notes.
And we are happy to say in our program, we have never had a principal or interest pavment fail o
be paid by the investments that we have made on the cash collateral for our lenders.

Mr. Huff asked if there was a list of firms that vou would onlv lend securities to. and do they have
an ongoing relationship with JPMorgan? [s it just totally based on collateral or is it relati onships or
what?  Mr. Dahill responded that it's relationships. If the borrowers don't have an 2XISting
1eia[10nship with a bank where we are either lending them money or helping 1o underwrite some of
the issues that they're putting out there, we will not lend the securities to those borrowers. So we
have a dedicated credit research that reviews the balance sheets as well as, vou know, understands
the financial situation; because we are lending them our monev.

Mr. Huff asked, for example, if you've got a hedge fund customer and they want to short some stock
and they want to borrow. We've got the stock in our portfolio. They borrow the stock. The value
of the portfolio drops dramatically, whereby there's not enough collateral to cover our securities.
Now, what do you say would happen in that instance?

Mr. Dahill responded that thev lend to mostly -- to like Goldman Sachs. for exa mple, who has a
hedge fund open. So, for example, if Goldman Sachs wanted to return all of - vour securiiies and we
needed to fund that return with ali the coliateral that they had pledged. but the value of thar
collateral was insufficient, on a cash side, that would be at vour risk. On the security side,
JPMorgan would indemnify you should we have to liquidate those federal book STy Lems 1o
replace the securities,

Mr. Huff asked for clarification, questioning if this was a risk in principal. Mr. Dahill replied that it
would be a risk in principal, for example, if something in vour portfolio was stgnificantly
underwater. In other words, if we were on a fixed-rate instrument at | percent and rates went up o
2 and a half percent and we had ro liquidate that to fund the collateral back to the borrower, then.
there would be risks associated with that. As [ mentioned. we havé not had an issue like that in the
JPMorgan program. That's a hypothetical risk. Again, we're investing in Al- -plus. It's verv high
credit quality.  So the chance that they diminish in value would be very small. i\nd again, we
manage the liquidity, so we're investing on an overnight basis. If we're buving repo or overnight
commercial paper, the chances of that being liquidated or decreasing in value are very small,

Mr. Hutt further asked if they would purchase anything that's not an invesiment grade. Mr. Datull
stated that they would not do anything that's below an investment grade. Mr. Pellecchia explained
that the collateral is marked to marker, meaning if the stock price went up, the borrower would owe




money to get them to the 102 percent threshold. M. Dahili contirmed this, stating that they marked

to market daily each bozxowm So 1l the value of the security -~ of the collateral in hand falls below

the value of the security, we request additional collateral from the borrower through the market-to-

market process. And, again, as the value of your outstanding loans increases. that spread, that 28

Dasis points that we've shown you, will increase your overall profits. Typically, the borrowers will
‘ant to return a stock that's going up in value and borrow a stock that's going down in value.

Mr. Huff asked who would be monitoring the amount of our securities at any given time that will be
toaned out so that we will know that we are due X amount of revenue based on the basis points,
who would know at what point what amount of security is loaned out. Mr. Peliecchia stated that
they provide a report. Mr. Dahill confirmed that they provide online reporting as well as detailed
monthiy accounting statements by CD-ROM which vou can see the value of the collateral versus
what the value of the security is that's out on loan. And, for fixed-income securities, because vou're
going to sell those with accrued interest, we market to market.

Ms. Emfinger stated that the Investment Committee will be looking at those reports.

Mr. Dahill said they would show vou a report of who the outstanding loans are. We would give vou
a performance evaluation: we project that you are going to make S134,0600; how have vou
pertormed actually. You know, a lot of things factor into that. And that projection, if vou changed
all of a sudden to a 100 percent international equity, that 134,000 would go up significantlv higher
because the spreads associated with that asset class are higher than others.

Mr. Huff asked who makes that decision if we go to international. Mr. Dahill responded that
securtties don't drive your asser allocation decisions. Your asset allocation decisions drives how
much money you can make in the securities lending program.  So the more exotic investing in
international, the higher the return.

Mr. Pellecchia stated that asser allocation was based on how much risk you want. Mr. Huff asked if
it would matter if for example, vou added emerging markets to the international ailocation. Mr.
Dahill answered thart the category would matter because dividend—paying stocks on the international
have higher earnings. Emerging markets tend to trade off news, like the energy stocks and the
telecom stocks. Those have been in high demand because there's been a lot of shorts in the market.

Mr. Huff, to clarify, stated that if we had a higher percent of our international in emerging markets,
potentiaily in the securities lending, 1t would generate more revenue. Mr. Dahill confirmed that this
was correct. Mr. Pellecchia stated that he didn't think that vou would want to do that, and Mr. Huft
responded that he didn't either but was just trving to understand.

M. Dahill then moved to page 3 in the presentation to show how earnings are generated. Again, we
take the cash collateral from the borrower on the left-hand column and we reinvest that, And in a
two and a nalf interest rate environment, we're going to earn 2.65 investment yield. We need to payv
the borrower a return on the collateral that they pledged to us, which is 2.15 in the form of a rebate.
The differential between the two is the 40 basis points. That 40 basis points then is applied at the
predefined fee split - in this case, 70/30 -- showing that you would make 28 basis points and
JPMorgan would make 12 basis points on the ransactions. All ransaction costs associated with the
delivery and receipt of the securities are absorbed by JPMorgan as part of their fees

On the right-hand stde is the non-cash collateral example. which there is no trading in; there's no
rebate paid to the borrower; 1's simply a flar fee. Tvpically, thev're a little bit lower in overall
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earnings, maybe around 20 basis points as opposed to 40 basis pomis: but for the point of
comparison, we put them down here as the same.

You talked about how this will affect vour managers. We will not affect vour managers at all.
JPMorgan will maintain the records of the position as if it were not out on loan, o vou wili have all
of your entitlements, whether they be dividends or interest, Any corporate actions wiil be collected
by JPMorgan and through our AutoSettle and AutoCredit function paid fo your manager on a timely
basis.

We have our global custody network throughout all of the markets that we're currentiv m nght now,
We're Icndmo m 29 markets. So we have a swift network to recall those securities. We operate
globally in New York, in London, as well as in Sidney, Australia. So we truly follow the sun. And
we can lend your securities 24 hours a day.

We have a very low fail rate. Less than one-half of one percent of all the wades that come through
securities lending actually tail. And if they do, we AutoSettle vour account so vou will have the
proceeds,

Timely collection of income and corporate actions. Corporate actions are very critical. One missed
corporate action could result in a significant loss, so JPMorgan Lonuautuailv requires the borrower
to take up whatever action you as lender determine s apy yropriate for vour portfolio. So that would
mean you would probably make those investment managers -- let them decide whethar or not th ey
are going to tender some shares or whether thev're going to vote on a particular merger or
something that's out there. So JPMorgan has its contracts in place with the borrower 1o require that
they act in the same manner as your investmenr managers or vou would as lender. Again,
JPMorgan absorbs all transaction costs.

'm just going to give vou a sense of the risks on page 7. We broke them down into operational.
investment, and borrower insolvency. Let's start with the operational risks. Again, we will not
deliver the securities out of the bank until we receive the collateral from the borrow er, So 1r's
delivery versus payment. So until we receive the collateral in, we're not going to release vour
securities, because JPMorgan indemnifies vou. Should we not have the appropriate collateral on
hand, it's JPMorgan who's at risk. So we insulate vou against that ris K by receiving collateral before
we release the securities. Again, we talked about the mitigation of that by maintaining a margin of
2 percent on the same currency and 3 percent or dissimilar currencics. And we market to market
those on a regular basis t© maintain those collateralization levels. And should anvthing happen
where the collateral was not in place, JPMorgan's capital would be at risk,

M. Dahill continued, stating that on the borrower insolvency or the default side, we indemnify vou
against the borrower defaulting. We evaluate the credit, as [ had mentioned. of each one of these
borrowers. So in a separate area outside of securities lending, in the broker-dealer finance group
within JPMorgan, they determine how manv securities we can put out on loan to each one of the
broker-dealers.

They may say you can put out 3 billion to Goldman Sachs: and then if their credit situation
improves, they may increase that line to 10 billion. So we in securities lending are not making the
decistons on how much we can loan to a particular borrower. We rely on the broker-dealer finance
arm, who 1s actively lending to those counterparties and evaluating their credic 1o make those
decisions for us.




Again, we have the opportunity to provide you with our borrower list so that should you teel
uncomiortable with a particular broker-dealer, vou have the ability o etiminate them trom vour list.
We also will announce to vou when any new borrowers are added to our program to give you a time
period to say yes or no, [ do not want to do business with this particular counterparty. And, again,
we feel comfortable with all of our counterparties with our credit research that we indemnify them
should they not be able to meet their financial obligations.

Typically, in any default situation, borrowers would like to have as much cash on hand as possibie
1o pay out their creditors; so they would want to return those securities 1o get back thar margin value
as well as the cash in hand to settle out any associated pavments with the bankruptey.

What sits in the middle s the investment default, which s primarily risks of the lender. JPMorgan
in funding assetr management has over 5600 billion in assets under management. They make all the
decisions on our buy list of who we can and cannot purchase securities from. We went through here
a little bit of the evaluation process that they decide for our invesument managers as far as what they
can buy. They determine whether or not we can go out to three years or five yvears. They set the
duration limits, they set the time limits, they set the credit limits for each one of these counterpartie

that we can be investing in.

Ly

e
vl

We have a compliance process associated with this, where we build your guidelines into our asset
management system, so that if you have a concentration of 10 percent of your portfolio and vour
outstanding portfolio is Si00 million and we 1wy to put a $20 million piece of paper i vour
portiolio, our system will not allow that to happen and an error message will pop up and the
porttolio manager will be told what is the correct percentage or the correct dollar amount that they
can put into your account.

In addition to the front-end compliance, we have a back-end compiiance check, where JPMorgan
asset management reviews all of the 1ssuers and all of the purchases that we've made on a daily
basis; and any exceptions that come up are escalated to senior management and need o be resolved
within 24 hours. Should we put something into vour account that was out of compliance to vour
guideline and anything happened to that, that would be JPMorgan's risk as we were in violation of
the provision associated with what we can purchase in vour porttolio.

On the next page, I wanted to give you In writing what our standard of care and our indemnification
language is. Our standard of care talks about within your conuract, there are certain provisions. [
we don't meet any of those provisions .due to our neglect or bad will or willful misconduct,
JPMorgan would be responsible for any costs or expenses, damages, or labilities that are an
outcome of that action.

Similarly, as 1 addressed earlier, our indemnification is written up here so you can see that
JPMorgan will replace, based on its S104 billion worth of capital. the value of vour securities as
they fall on the market, And should msufficient collateral be on hand, we would look to that capital
base to support the replacement value of your securities.

Page 9 talks about, in summary, some key differentiating features of JPMorgan's program. We
blend our corporate finance, which evaluates the borrowers; our clearance business, which clears all
the federal book entry items: and our securities lending relationship with the broker-dealers to
maximize the revenue for the participants n the program. We are a top-tier, global custodian.
We're in pretty much every market that there is out on the street.  So we use that experuse {0
provide quality service to you as tenders.




We have 126 borrowers currently m our program. That helps to maximize return by having a large
distribution network and minimizes your risk because you have diversification among different
broker-dealers. We can take coliateral versus our broker-dealer clearance box, something that only
JPMorgan and Bank of New York can do. No other lending agent out there can do that, becuause
we're the only two clearance agents. And that's a riskless transaction for you.

Again, we have our comprehensive indemnification. As I mentioned, we have a dedicated cash
collateral management. As opposed to some of our competitors, our cash collateral investmen
manager sits right next to our loan negotiators. So if they're doinga big rade for your account, they
wnow when and if the additional collateral is coming in so that they can prepare and look and see
what investment options are out there in the market. Some of our competitors have them in
completely different buildings, so all they know is that at three o'clock, we get o see what the
balances are and we need to be fully invested, as opposed to knowing what the flows are throughout
the day.

We have a compliance process on the front end and on the back end. We also have a proven
contingency and disaster recovery plan. And we were able 0 operate after 9-11. My office is very
close to the World Trade Center, about 15 blocks away, We were ahle 1o relocate the very next day
into our Metro-Tech facility i Downtown Brooklyn. We also had the Northeast biackour, and we
were able to run on backup generators when all the power went on in the Northeast, and we were
able to provide market to markets and operations for all the securities lending after those disasters.

For the Republican National Convention that happened this past August, we sent staff over 1o our
London office on the investment management side and we sent staff to our Dallas office on the loan
negotiation side so that we could test further regional contingency sites. And we are happy o say
that those sites worked 100 percent. So should anything happen where all of New York goes out,
we could truly move our operations to either London; Dalias, Texas, or Sidney, Australia,

something we're very proud of.

We have a strict credit review process on the borrowers and on the cash collateral imvesiments.
And, again, this happens independent and outside of the JPMorgan securities lending four walls
both for the broker-dealer finance as well as the asset management arm. We have ax, legal, and
regulatory expertise on the ground in all the markets that we are lending in so that we can support
the due diligence necessary to lend assets in those markets and those tax bases. So that concludes
my presentation on securities lending.

Again, once vou start lending, you can set up some of the details on where vou want vour income
credited, do vou want it o €0 back to the investment managers. That will enhance thelr
performance, and it's something that you need to consider if you're paying them on a performance-
based method -- or if you have a cash account where vou want us to credit the income 0 4
distribution account where you pay your fees out. Also what types'of reporting; do you want fo se¢
who the investment account is, do you want to see who your loans are outstanding to, or do vou just
want 1o see how much money that you're making. You have to tetl us what it 1s that yvou want 1o
see. And we can show you what some of sample reports look like. But, again, that's once the
process begins.

[ know contracts have recently been submitted to you for review with the securities lending
program. So in that process, all of these parameters of the program wili be ironed out.



Mike Gallagher then introduced himself as the relationship manager, stating that he was from
Louisiana. Chairman Ivey thanked Mr. Dahill and Mr. Gallagher for the presentation.

Agenda ltem [V, B. (1.)

Chairman [vey called the Board's attention to the resolution dealing with securities tending and the
amendment to the Invesument Polity to allow international equity management investment of up to
L0 percent in emerging markets.

My, Huff made a motion to approve the resolution, with a second by Dr. McGee. The motion was
unanimousty approved.

Agenda tem V. A,
Chairman Ivey called on Marty Lee to give the 2004 audit report, stating that the Board has had the
report for at least two weeks for review.

Mr. Lee stated that Management's Discussion and Analysis outlines what would be presented. He
turther stated that this was an unqualitied opinion in accordance with generally accepied auditing
standards and government auditing standards. These standards require some internal control testing
and compliance work, but do not require an opinion on the internal control or compliance to
deternune that these financial statements present fairly the financial position and operations of the
PACT Program.

Mr. Lee called the Board's aitention to a letter to the board of directors basicallv outlining the
conduct of the audit. Ir gives certain information that we're required to present to the Board
regarding the audit and briefly talks about our respousibility, which [ just mentioned was to perform
the audit in accordance with gererally accepted auditing standards and govemment auditing
standards. Tt asks that we disclose any significant accounting policy changes or anything that might
be on the horizon that the Board needs to be made aware of,

There's a new accounting standard with regard to deposit and investment risks that the PACT will
have to adopt next vear. Mr. Lee stated that he was working with Brenda and Daria on what it
would entail.

Any significant or unusual transactions I am required to identify, and I am happy to sav that there
was not anything significant or unusual that [ felt needed w be brought to your attention. It's my
obligation to touch base with you to let. you know that there are significant estimates in these
financial statements; the most significant estimates, obviously, being the actuarial computations that
your actuary does and the responsibility that the Board has to work in conjunction with that Actuary
to make sure that those estimates are as reasonable as possible.

We had no audit adjustments, which is outstanding and a testimony to the people doing the work.
We don't audit anything in the PACT brochure other than the financial statements, but we do review
the brochure to make sure that there's not anything inconsistent with the financial statements.
Furthermore, there were no disagreements with management and there were no consultations with
any outside auditors or accountants by management where they might disagree with policies or
procedures or anything of that nature. So, basically, this letter is about as clean an opinion as you
can get. There were no important matters to bring to the Board's attention.

Agenda [rem V. B.




Chairman Ivey thanked Dan Sherman for providing lunch and invired everybody who could to stay
for the Long Range Planning Committee, which will follow,

Mr. Sherman began a discussion of the 2004 Actuarial Report by calling the Board's attention to the
Executive Summary. He stated that the unfunded liability status had actuaily increased to $63.2
mitlion as of September 30 of 2004 as compared to last year, when it was at $31.8 million. The
increase was due to a change in the tuition assumption from 7.1 up to 7.3 percent adopted by the
Board at the spring meeting. That change added about $21 million to the liability and aiso to the
deficit. Prior to that change, the deficit would have been S44 million. The actual gain on the assets
was 10.07 percent. 9.02 percent is the average return since 1990, This generated a gain of S6
million against the unfunded liability.

The wition increase for last year was 7.43 percent, and the assumption was 7.1. This vear's
weighted average tuition increase was $4,369 for the public four-vear universities, which is an
mcrease of 7.3 compared to 2003, a value of $4,071. The junior college increase was from $2.471
to 32,741, an increase of 10.9 percent. Compared to the old assumption of 7.1 percent, both of
those are higher, which created a loss of about $3.9 miliion.

Conceming the beneficiaries, we found a .3 percent enrollment bias to the more emensne schools
for the junior colleges. Basically, what the bias means is since students have a choice of where thev
g0 to school and not all schools have the same price, oftentimes we expect some bias for the
tudents to select the more expensive schools. And in this case, for the Jjunior and community
colieges, we had .3 percent enrollment bias to the more expensive schools. And that generated a
loss of $9,000.

For the four-year universities, there was a 6.8 percent bias to more expensive schools,
actually down a littie bit. Last year, it was over 7 percent. Our assumption was 3 percent. That
generated a loss of $479,000.

The last category is payments to the out-of-state communrity and four-vear collezes. There we
actually had a bias gain of $356,000. So the net result was a very small loss of S30.000 on account
of bias.

Our assumption concerning credit hours is that 135 percent of all credit hours will be used by junior
and community colleges. And it's been hovering around the 15 percent category for many, many
years; and this year is no different. Last vear, 13.1 percent of credit hours were used bv junior and

community colleges

63 percent of beneficiaries are going to Alabama universities, 13 percent to out of state, 7 percent {0
private nstitutions, and 13 percent to community colleges.

In other trends, assuming that everybody staris college once they leave high school, we should have
spent 543.7 million in tuition. However, we orly spent $38.5 million, which means people are
delaying or deferring college. The difference berween the $38.5 million and the $43.7 million does
furn into a gain; because we're assuming that we're zoing to pay it right away; and to the extent we
still have the assets and our investment returns are earning 9 percent and the tuition increase is at
7.5, that difference creates a very small gain.

Another trend that we've been seeing for many years is that the average number of credit hours used
In a particular vear has been decreasing. For four-year universities, it decreased from | 1.703 down
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to 11.564. For junior colleges, it decreased from 10.15 to 9,925, Students are not taking as many
credit hours as they could. That also generates gains in the system because vou're pushing out the
payments into a future year.

The last section ot the report gives more details on the gains and losses in the past vear. There was
a deficit in total of 551.8 million last year. We had tuition increases greater than expected at the
cost of 3.9 million and a very small bias of .1. In assets, we had a gain of $S6 million, and we also
sold about 1500 new contracts. Because of aggressive pricing of the contracts, through cash and
accruals, there was a $3.6 mullion gain. Because we haven't been paving as much out as we
expected, there s a $4.3 muillion gain, Contract payments added 32.1 million for the gain. And then
we have another catchall category at .1 million dollars.

In summary, we had 544.1 million loss based on the experience of the program, and then we have a
change in the tuition assumption to 7.5 percent, which added S21 million to the loss. 1o get us
$65.2 million.

-3 1s a graph which shows a forecast of cash flow. Total assets will increase for some period of
time and then start decreasing. This vear for the first time, vou have actually paid out more in
benefits than you received in contributions through contract payments. We're assuming no new
contracts are sold in this forecast. If we overlay some forecast of new pavments, it would tend to
push off the point at which vour assets go negative.

Noteworthy 1s 1-8 on the tition and fee increases. You can see we've had some very large
increases of late. There's a period from roughly 1992 through 1997 where we were below the line,
which helped us get a surplus position.

Dr. Malone asked Ms. George what she was hearing concerning tuition increases and cost
containment in the future. Ms. George stated that she was hearing that they were trving to contain
costs.

Chairman Ivey asked Dr. Malone to clarify, and he stated that he was referring to the containment
of tuition increases. He stated that he had attended some state board meetings and thev are very
concerned about the rising costs and when 1s 1t going to ead. And the same thing s being heard
from the various boards of trustees around the state, wo. Dr. Malone then told Mr. Sherman that
there seemed to be sentiment that we will need o tactor into our future discussions about are we at
the point of breaking the elasticity.

Mr. Sherman shared with the Board a copy of the recent Trends of College Pricing from College
Board. He stated that the report shows the historical tuition increases going back to 1976.He
pointed to the rate of increases in 1981, '82, '83, "84, a period of hyperinflation. And then in 9!
through 93, we had a period of recession, and again, of course, the most recent recession starting
2001, 2002, And there’s a direct correlation between the times we had either hyperinflation or a
recessionary period and when tuition increases went up substantially. Mr. Sherman stated that that
if you go from the period of 1976 to 2004, the average rate increase over that entire period was 7.78
percent; and from 1984 to 2004, it was 7.35 percent. He stated that he thought the Fed would keep
a clamp on inflation in the future; bug, stilf, tuition increases would be well up in the 7.5 percent
range.




Appendix C gives some sense on a terministic basis, if we don't sclt any more contracts and we just
run the fund out, what happens to the funded ratio assuming all assumptions are met. The tunded
ratio stavs up around 90 percent in the next 8 or 10 vears, but then it drops off rapidiv.

Appendix D-4 is the 2004 enrollment figures, which show 2 lot of sales to new parents, basically.
The first couple of vears of the program, it was fairly even across all ages of beneficiaries: now
we're seeing a greater concentration of the verv yvoung.

Mr. Pellecchia asked if the loss on an actuarial basis by the change in assumptions for the year was
just a onetime loss. Mr. Sherman stated that it was a onetime and now the assumption is seven and
a half, meaning there is a greater likelihood thar we'll have gains in the future; because if we get
back to 7.1, we will start generating gains. - '

Dr. Malone stated that was one of those systemic things about our own processes and procedures
with looking at those ratios. That was a good decision 1o make and probably long overdue. We
need to continue to make sure we're asking the right questions about all aspects of this. not just the
asset allocation.

Chairman Ivey thanked Mr. Sherman for his report and it was received as information.

Chairman Ivey announced the next board mesting on May 23.

The meeting was adjourned at 12:30 p.m.

Kay Ivey
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Adopted Resolution
PACT Board of Trustees at its meeting on February 23, 2005
Topic: Selection of PACT Payment Processor

Whereas, the procurement of professional service providers is subject to the

issuance of requests for proposals requirements of Section 41-16-72(4), Code of Alabama

(1975); and,

Whereas, the Board of Trustees desires to select a Payment Processor through a
competitive selection process open to all qualified business entities; and,

Whereas, the Board of Trustees (“Board”) the Board desires to proceed with the
selection process in an expeditious manner; and,

Whereas, the Board at the meeting December 8, 2004 authorized the staff of the
Treasurer’s Office to distribute the Request for Proposals as approved by the Board to all
interested entities; and,

Whereas, a Request for Proposals was published on the website of the State
Treasurer and letter notices of same were mailed to 32 vendors on the state purchasing
list directing them to the Treasury website; and proposal responses were received from
two (2) banks that have provided payment processor services in the past and each having
provided good quality sem'icés; anci, |

Whereas, a pricing comparison was constructed and analyzed byv the duly
authorized staff personnel of the College Savings Program of the State Treasurer and the
recommended selection was made based upon the most competitive price; now

Be It Resolved that the Board does hereby select Regions Bank to provide
payment-processing services provided a five-year contract between the Board and

Regions Bank could be negotiated and executed.




Agenda Item
Adopted Resolution by the

PACT Board of Trustees at its meeting on February 23, 2005

Topic: Investment Policy Amendment for
Securities Lending Investments and
International Equity Manager investment in Emerging Markets

Whereas, Section 16-33C-5 of the Code of Alabama vests in the Board all
powers necessary or convenient to carry out the purposes and provisions of chapter 33C;
and

Whereas, Section 16-33C-5-3 of the Code of Alabama empowers the Board to
invest as it deems appropriate any funds in the PACT Trust Fund and the Board desires to
invest ail available funds for the benefit of the participants in the Trust Fund; and

Whereas, the Callan Associates Consultant has recommended that the Board
amend the Investment Policy and Guidelines Statement (“Investment Policy”) adopted by
the Board on August 235, 2004 to provide for and aliow Securities Lending as an
additional investment opportunity; and

Whereas, the Board has received information from the selected Master Custodian
on the financial benefits of a Securities Lending program for the Trust Fund; and

Whereas, the Consultans to the Board has further recommended an amendment to
the Investment Policy to provide and allow for investment of up to ten (10%) percent of

the market value of the international equity portfolio in emerging markets; now




Theretore, Be It Resolved, that the Board approves the below specified
amendment of the Investment Policy under the Securities Lending heading to include and
atlow the Trust Fund to engage in a Securities Lending program as follows:

Securities Lending

Securities lending is permitted as an opportunity to earn additional income. The policies
and guidelines governing securities lending shall be with the master custodian, unless
contracted otherwise,

The objective of securities lending is to earn income through a conservatively operated
and well-controlled program. There is no absolute return expectation; rather, income is
expected commensurate with the market demand for the securities made available by the
Fund and the return earned on the investment of cash collateral. Cash collateral received
will be invested in a high-quality investment program that emphasizes the return of
principal, maintains required daily liquidity, and ensures diversification across approved
invesiment types. Those objectives are pursued within the parameters governing the
program as outlined in the securities fending agreements with agent banks. Fach agent
bank is required to act as a fiduciary with respect to the Fund, and to have systemic and
procedural controls in place to ensure adherence to guidelines for operating the securities
lending program on behalf of the Fund. The results of the securities lending program are
reported to the Board on a regular basis.

Be it further resolved, that The Board directs the Investment Committee to
monitor the Securities Lending Program for any required action and in the periodic

accounting for the funds generated through the Securities Lending Program.




Be it further resolved, that the Board approves the below specified amendment
of the [nvestment Policy under the International Equity Investment Managers Guidelines
heading to allow for investment in emerging markets as follows:

Guidelines

f. Equity holdings shall be restricted to readily marketable securities of corporations that
are domiciled in countries outside the United States or generate most of their revenues
outside the United States. The securities shall be actively traded on major exchanges in
these countries or in the US.  Equity holdings may include American Depositary
Receipts traded on U.S. exchanges. Convertible preferred siocks may be held. Exposure
to Emerging Markets securities shali be hmited to 10% of the market value of the

portfolio.




THE ALABAMA PACT PROGRAM
MEETING OF BOARD OF DIRECTORS

MINUTES
APRIL 14, 2005

BOARD MEMBERS:

Ms. Kay Ivev, Chairman

Mr. Ed Sherling

Mr. Willie Huft

Dr. Harold McGee

Ms. Sarah Moore

Dr. Mike Malone

Lt Gov. Lucy Baxley (represented)
Dr. Roy Johnson (not present)
Mr. Bl Drinkard (not present)
Mr. Ricky Jones

ALSO PRESENT:

Ms. Daria Story, Assistant Treasurer

Mr. Anthony Leigh, Deputy Treasurer

Mr. Roman McLeod, College Savings Program Coordinator
Mr. Mike Manasco, Treasury Legal Counsel

Ms. Brenda Emfinger, College Savings Program Director
Ms, Sherry Mack, Court Reporter

by

Pursuant to written and public notice, a special mesting of the PACT Program was held in Room
300, RSA Union Building, 100 North Union Swreet, Montgomery, Alabama, on Thursday, Aprit
i4, 2005, at 10:00 am.

CHAIRMAN IVEY: We'll call the special-called meeting of the Board of Directors of the

PACT Program to order, April I4th, [0 a.m, Ms. Emfinger, please call the roll.
(A roll call was conducted.)

MS. EMFINGER: There's a quorum present.

CHAIRMAN IVEY. Thank vou. I'd like to ask the Board's permission to rearrange the order
of our decision items, Dr. Johnson has told us he can be here from 10 to 11, And so I'd like w0
reorder so that we might take tems HLE. and HL.F. at the op of the deciston {tems, with vour
permission.

DR. McGEE: So moved.

MR. HUFF: Second.




CHAIRMAN IVEY: Thank vou. The agenda will be reorderad.

Recall that the Long-Range Planning Committee had r ccommended that we have an ageressive
marketing plan for the PACT Program tor '03. And so Anthony and statt are here to report.

We'll move to the report on the PACT marketing for 20053, Deputy Treasurer. Anthony Lewgh.

MROLEIGH: fn your folder is an overview of our plans for mzu‘ke g Obviously. our objective

IS {0 increase awareness of the upcoming enroilment. And I believe in discussions later on. we
will talk about a four-month enrollment period that we're going to have - June July. August and
September. Target audience is the general public as well as kev influencers. in-state universic.
alumni, and existing PACT account holders. We believe that word of mauth among existin
account holders is our best form of marketing.
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Budget is about 895,000, which includes brochures, which we'll print a few more this vear than
we have in the last couple of years. We are going to continue our sponsorship with the Crimson
Tide Sports Marketing and the Aubum Radio Network for radio ads during football games. And
we're also going 1o have some cable television advertising.  And some of thar is broken down
vader brochure distribution in the marketing and the advertising,

One of the things that we have tried to generate a lot of in the last two vears. i which we will
continue to push hard on this vear, is free media: op. eds. and press releases in newspapers, as
well as articles and advertisements in trade association publications and magazines. and also in
university alumni publications.  We'll also be sending out the PACT UPDATE o existing
accountholders in the upcoming weeks, and we will include enrollment information in that as
well.

CHAIRMAN IVEY: Any discussion?

DR. McGEE: Question. Since vou're going to target the in-state university alumni, vou said
vou're going to work on thetr puoixmtzons They all should be putting out sometine this spring a
tall edition. They get one out early in the fall. Thought mavbe vou might want to wy o get an
article or a public service announcement or ger something in those alumni journals ar that nolit,
if that's going to be one of vour targets because thev read that one. It's the one that's aot
homecoming news, important chmoeh and who retired and who got fired and all that kind of
stuft,

{Sarah Moore entered)

CHAIRMAN IVEY: We're lking about having the enroliment period open tor tour months.
June, July, August, September and have a promo that savs if people enroll prior to July 13, we
would waive the S100 application fee.

I'm going to ask general counsel, Mike Manasco, to speak to [tem [ILE..

MR MANASCO: We'll be doing the disclosure statement and the rules under [{[.F

CHAIRNMAN IVEY: Disclosure Statement, MasterPACT. and PACT rules.  And viall would
recall that this Board is to provide accurate, clear, useful. and usable informarion to our potential




buyers and current PACT conwact holders. Previously, we've had three separate documents.
With a great deal of effort on swaff's part . all of this has beenconsolidated.. So I've asked Mike
to review this with us.

MR, MANASCO: Thank vou. As the Treasurer has indicated, we be g n this process, knowing
that we had three separate documents that were utilized w disclose the PACT P regram, ingerpret
i, and inform the purchasers.

The disclosure statement and the application were in our small brochure that came out annuaily.
The MasterPACT was sent in their year of purchase. Thereafier, no further MasterPACT was
distributed.  And the Rules related to the program were on our web site. So the primary thing
they had was the Disclosure Statement, application, and the MasterPACT when they first
purchased.

So we undertook o try to bring these documents together for a unified approach. And one of our
first decistons was to delete the MasterPACT. That document was a summary of the law and the
Rules. And it had the burden of anvtime vou tried to summarize something, vou leave our some
specifics that a small change in the fact could substantially change the interpretation of the Rule.

{t was essentially for the new enrollees but it changed from vear to vear, and its only distribution
was on the web site. So we decided that the best thing to do was to delete it and to bring the
Rules together with the Disclosure Statement in one location, that being 11 our annual brochure
Each year’s subsequent Disclosure Statement will replace the prior one and it will alws 15 be
available in the brochures. So it provides for a better communication vehicle, centrall: ¥ located.

that people can have updated.

And then we wanted to resolve any inconsistencies between the MasterPACT and the Rules and
to define our terms. As we go through any legal document, generaily, when you have capitalized
terms, like designated beneficiary, projected college entrance date, or enrollment vear, i's
capitalized to draw attention to the reader that these are defined somewhere and thev have
prominent importance. And over the vears, there had been many differen: terms used and
different capiralizations. So that was one of the things that we wanted to do as well,

We have continued in our process, even today and in vour package, vou'll see seme lined-
through changes as we are continuing to make nonsubstantive refinements. And in this regard,
we'll start with the Disclosure Statement being the most important. and we'll back thar up with

the Rules. A Disclosure Statement is a long, legalistic-tvpe document that few people read.
Everyone should read it. but few people do. If we have it in a more friendly presentation by
using bold type, space between important paragraphs and that sort of thing, we thou ght that that
would assist. We knew that the first thing we wanted to bring emphasis to was the risk factors.
And so that's the very first page of the Disclosure Statement. It's bolded and the first two
paragraphs, we felt like if anyone was considering purchase -- and thev just read the first two
paragraphs, it says it has certain material risks, strongly urge and expected to read in its ermmf\

Then it says, obligations are limited, payable onlv from proceeds received on contract sales an

earnings from investment. [t provides that there is no recourse agamst the Treasurer by the
purchaser or designated beneficiary or the Board or the PACT Program or any state or rederal
agency or the State of Alabama; and that the obligations are not backed by the full faith and




credit. We felt that if they just read these first nwo paragraphs, they would have the essential risk
information that they should have. Then we went into describing the program and introducing it
and we went into definitions. And one of the things we did with the definitions was to
alphabetize. There were many definitions in the Rules that showed up more {n terms of topic as
opposed to an alphabetical presentation. So if someone is fooking for something now, thev'd be
able to find it alphabetically and move on along. And we bolded and we made those more
readable. Then we went to risk factors and other considerations. Again, the verv {rst one is no
guarantee, not insured. And we weat on to go through with various risk factors and myvesnnent
risks. '

We decided to present administrarive fees in a mble format o make them more visible and more
readable.  Then we talked about management of the Trust Fund and named the Board and
provided the time of appointment and the matling addresses. Then we went to financial audits.
annual investment rates of retum, and then purchasing.  We provided tax considerations. an
enhanced taxation disclosure. And we had miscellaneous for reporting and special petitions.
how to contact PACT and amendment of the Rules. And we added for the first time a PACT
privacy notice. This was designed to be in compliance with other Disclosure Starement formats.
We reviewed several. We utilized the Van Kampen as it presented a good presentation format.
And by using that, we would also have some consistency with the 329 Program. So thar rakes
care of the high points of what we undertook to do. I would emphasize again the continued work
that we're doing on the refinements are nonsubstantive.

On the PACT Rules, basically, what we did was to refer the reader back to the Disclosure
Statement and we edited and deleted those repetitions. We tried to make it more concise, W
updated information on mawiculation.  We veorganized by category and heading. And w
reviewed and edited for consistency and duplication. So we will be able 1o have in our brochure
the new Disclosure Statemensi, the application, and the Rules, all available for the purchaser,
And it will be available to them each vear through the web site, as well as through the new
brochure.  Each purchaser would know what Disclosure Statrement and Rules covered their
contract. And any prior purchaser who wants ro have that informarion can request it.

oy
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CHAIRMAN IVEY: Floor is open for questons and discussions.

MR. HUFF: Since the contracts are different each contract period, would all contracts be
available on the web site? Or the onlv way vou can get old contracts is if vou request a hard
copv?

MR, MANASCO: The MasterPACT thar they receive --

MR.HUFF: Not the contract. It changes every vear over some period of time, And somebody
came in, m like what they purchased in "9} would not be the same as '01. It's what was ineffect
at vour time. Thar particular one, how would they get a copy other than just requesting i’

MS.EMFINGER: Thev call and ask.

DR.MCGEE: Madam Chairman. T just have a minor correction in the directory,




DR. MALONE: | have one as well, minor. T have a comment - This is exceilent. and the fa
that vou've worked from disparate documents and put them into one logical formar. [ really
didn't appreciate that on my f{irst reading in the packet; but now as I follow vour eutline, this
outline here, and using vour usual logical cognitive tlow, it does. And so T commend vou.

DR. MALONE: [ move adoption of the resolution.
CHAIRMAN IVEY: Motion by Dr. Malone has been made to adopr.
MR. HUFFE: Second.

CHAIRMAN IVEY:  Board discussion. Are you ready for the question? All in favor sav ave
All opposed say no. Motion unanimously carries.

Now we'll go to item IILLF. And that is our contract pricing. mg 36 through 40, And page 36
s the resolution that we will be considering. Page 37, you recall, is the present assumptions that
we're operating under, %nd then we have scenarios to consider. And then page 38 and 39 are
those same scenarios 1, 2, and 3, but broken out by extended pavment, five yvear, or the life of the
contract. So we're on page 36 and tollowing. Dan. what would vou advise?

MR. SHERMAN:  What we did, pricing scenario number 1 on page 37. just to give an
overview, is the same assumption that we used last vear brought forward. Last vear.for
example, 20006 would be 9 %. So we're just carrving thart forward into the new vear bur the same
set of assumptions, for 2006 would be 9 %, 8 % and 7.3 % thereatter.

In looking at the valuation results — and if you recall the February meeting where I presented the
vesult -- we fooked at all the actual assumptions, gains and losses, and sources of gains and losse
to look 1o see if there's any particular spot or indication of something that was amiss regardin
the actual experience versus our assumption.  And in that review, the assumptions, I would say,
below the investment return, which is thar middle section which had to do with enrollment(83%
four- year and 13% two-year), cancellations, credit hours, and all the other assumprions down
below were still holding up very well. But the key assumptions that have not held up as well and
are muci more volatile, of course, are the investment return and the tuition increases.

e w

So what I did for scenarios 2 and 3 was to leave the invesument return assumption as is because
we lowered those rates substantially last vear for all ages. So I concentrated on what kind of
changes might make sense for this Board w consider. In scenario 2 [ lowered the assumed
tuition increases by 1% for each of the years '05 and 06 and then 7.3% thereafter, And then in

scenario 3, 7.5% for all years into the future. And if you recall, I'had indicated that these pricing
scenaries are something that we can do at a click of the mouse. So if we want 10 see a variation
on any of these, [ could give you the pricings on either the lump sum, the extended, or the five

vear.

So given the three scenarios [ have presented, maybe we just concentrate on the lump sum on
page 38, which 15 typically what we've done in my discussion. Last year's prices are the uppet-

=

ieft quadrant from the 9th grade through the infant, with September of '04 from S21,000 down to




S13.000. It we maintain the same assumptions but now we're a vear later. we have wition
increases and other considerations generating roughly a 12% average increase in the tuition
because that's what the ruition prices went up, was about 12% last vear. And we ended up with a
12% increase on the contract prices.

[t we give them a break, $0 to speak, in terms of the future periods and look at scenario 2 where,
tf you recall, [ lowered the assumed tuition increases by 1% for '05 and '06 and a half %, for 07,
vou'll see i's an increase of abour 9.4%. And if we have 7.3 % for all futures vears. which is
scenario 3, you can see the average increase turns out to be about 7.4%. So those are three
Scenarios but others can be generated if vou 3o choose. ['ll skip the other two pages for now
unless somebody has a question.

")
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CHAIRMAN IVEY: Let me just make an observation. In your manila folder, alse. st ting with

pages 8,9, 10, there's additional tuition information as requested.

e
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DR. McGEE: I was going to ask Mike (Malone) a question in terms of one of the scenarios
there. One of the options there is seeing that credit hour number drop from 135 to something as
universities and colleges lower their credit hour requirement for degrees. [ was wondering if
Mike had a feel for that. And the second one, based on this being one of the better budger vears,
probably the best vear since '88 in terms of what is being proposed by the Legislature, do }ou see
any light on the horizon of tuitions holding based on better funding at the state level? Do vou
have anv feel for that?

DR. MALONE:  Afrer this week -- and I'm probably nervous about the latter part of vour
question, Dr. McGee. The good news is, thanks to the Governor and so far to the two Houses,
higher education has been funded better possibly than ever. And. therefore. I think it will then be
difficult for the Board's trustees in this next vear to allow anything but single-digit wition
increases. There will have to be tuition increases just to keep up with inflation. My concern is
we're committing money for '07 and '08 that the Srate doesn't have and really doesn’t h;‘-.\-'e any
prospect of having it, which makes me just real, real nervous because we may be setting up a
situation in as recent as '07 quite possibly and quire probably ‘08 for provation.

DR. McGEE: So that means higher tuition.
DR.MALONE: Higher tuition and then here we go in the other direction.

CHAIRMAN IVEY: And the "we" 1o which vou refer is the State of Alabama, not this Board
right?

DR, MALONE: So in answer to vour question, Harold, I'm saving what about 06 ar thar 8247 1
am now more nervous than [ was the tast meeting where I said [ think we could have over 7.3%.

DR. McGEE: Conservative is probably a more appropriate wayv to approach this.

DR. MALONE: Right




MR, SHERMAN: We've taken a very conservative approach because of a number of reusons,
principaily we don't want to add any more additional unfunded liabiliries. Hence, we're leavi
the 135 credit hours at the matimum - the average is down to 130, And we see where it's going
to trend down to about 128, 127 over time; but we're going to leave it at 135 because a particular
student could use all 133 credit homs. And we don't want underpricing.
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MS. MOORE: And we'd rather have an actuarial gain than an actuarial los
MR, SHERMAN: Absolutely

DR. McGEE: It may take a while for the Universities to figure out that if thev would reduce that
hour requirement, they could save money.

DR. MALONE: Somehow.

MS. MOORE:  You know, I'd like to just take a very simplistic approach at fookmg ar the
pricing. [ think we oughr to price it as high as we think people wiil continue to buv the contracts
because we are in an unfunded situation. We have all these actuarial assumptions. we have all
these estimates. But at the end of the day, vou really have to look at what vou think the
constituents can stand because we are in an unfunded situation and we have so many
uncertainties as far as tuition increases, investment returns. and we're in the hole. So. I think we
have to take a very simplistic approach at looking at this. And I think a 12 percent on average
increase 1s very reasonable. If you look at the scale on pricing scenario 1 on page 38, we're sull
allowed to give 522,000 10 a child as a gift.

DR. McGEE: On the last column, on contract sold - as we sell less and less, what's the impact
on making what we have to make actuarially to pay out?

MS. MOORE: Did we determine that last meeting? What was that number of contracts?
ME. SHERMAN: We wanted 1o get at least 1300,

MR, JONES: Well, I'd like to hear from the staff as far as what do they hear from people
buying the contract this last year. I know from my experience with savings, we have employee
saving for Christmas. They don't even get any interest anymore, but they still save because they
want some money at Christmas. Do people really look at the return on this program, or do thev
look at the idea that they know they'll have their college paid for?

MR SHERLING: I think that it's the latter.

MS. MOORE: 1 do, wo.

MS. EMFPINGER: Thar's absolutely true. They're looking to see that once thev've made these
payments, they don't have to worry about whether or not they're earning 3 percent, 4 percent. 10

percent, or 15 percent. They just know that if they make their payments, at the end of the day
when it's all said and done, their child is going to have their tuition paid.




MS. MOORE: [ think that's why it's important we did thai disclosure in bold at the first of the
Rules, that we're not misleading anybody. That is the psychology of why they're buying it. Bu
the fact of the matter is, 1t's not a guarantee,

DR. McGEE: The buyers that I've come into contact with are people who know the child or
grandchiid 1s going to yo to an in-state school. Thev're going to go to Alabama or they're goin
to Auburn or they're going to go somewhere. That's why thev do this. I's a given. When the
see the value from that point, they're not looking at anything else. This is a nice gift to ke care
of that child or grandchild down the line.
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CHAIRMAN IVEY: We can also make the case that contract pricing starts at S183 a month for
vour child's future.

DR. McGEE: You can't bear the price. Those who bought a fong time ago, thev really made a
good invesiment,

MS. MOORE: Are we ready for a motion?

CHAIRMAN IVEY: Al right. Call vour attention to the page 36, which is the resolution
addressing pricing issue,

MS. MOORE: I'd like to make a motion that we adopt pricing scenario 1 assumprions.
CHAIRMAN IVEY: Is there a second?

DR. McGEE: Second.

CHAIRMAN IVEY: Board discussion.

DR MALONE: Well, I'd jusi like to make sure our minutes indicate that even in '08, ‘09, '10
where we flatiened the tuition there is -- at least in my mind -- a caveat that we need to warch
that carefully.

MR. SHERMAN: We've been watching it very carefully every vear.

CHAIRMAN IVEY: Are yvou ready for the question? All in favor of accepting and adopring
pricing scenario | assumptions, say aye.

CHAIRMAN IVEY: All opposed, say nay. Ayes carry. Pricing scenario number | is approved
tor 03,

MR, SHERMAN: I'li put together a report and send the appropriate number of copies © w
PACT i about a week or two.




CHAIRMAN IVEY: All right. Now let us, with vour permission, go back to information item
[LA. Mr. Sherting is chairman of the Long-Range Planning Committee, for his report.

MR, SHERLING: Well, we discussed the funded status, invesument remurn, tuition costs,
contract benefits and recommend that a 95% funded status is a cause for concern. To work
toward a fully funded status, action is required by the investment commitiee to review additional

i

asset classes tor turther diversification and recommend an appropriate rate of retm assumption,
We also recommend that staff ageressively market the program with a goal of selling 1300
contracts and spending up to S100,000 i marketing. And that's where we are.

CHAIRMAN IVEY: Very well done, We're back to decision items now, IILA., on page 5. This
i3 an RFP for domestic fixed income manager. The Board desires to select one or more domestic
fixed income managers through a competitive selection process. And we need the Board w
authorize the staff of the Treasurer's office to distribute request tor proposals o all interested
entities as determined by State Purchasing and the PACT Program and provide access to the
proposal on the web site. We need a motion.

MR, HUFF: Move the ttem.
MR, SHERLING: Second.

CHAIRMAN IVEY: M. Huff moves. Mr. Sherling seconds.  All in favor, sav ave, All
opposed, say nay. Motion carries. Now to [[L.B., Peregrine contract amendment on page 6.
Bottom iine, contract was expiring, and we need 1o extend the conmract 5o that we can do an RFP
and attend to that.

MS. MOORE: Move it

MR, HUFF: Let me ask a question. And 'm just curious about the process. Why have we not
nrepared and/or published the requested proposal so that when a contract expires, we not have to
give them an extension?

CHAIRMAN IVEY: Mr. Huff, the staff has addressed that, and this won't ever happen again.
We now have a rotling roster of contracts, and nine months betfore expiration, we will have a
tflag. This won't happen again. And with our apologies, vou have that one with Peregrine and
also another one [ bring 10 vou n vour folder today, Rhumbline. And so we will not need w
extend any contracts in the future.

MR, HUFE: So it's no problem as far as the State process of extending this without it being
made available for other investment firms to respond to the extension.

MS. STORY: The contract went through a coniract review, and at that time, we included a cover
page as required. As vou know, we pay investment managers by basis points on the market
value of the portfolio, so we have to estimate an amount that we will pav them over the term of
the contract. Usually, we overestimare the amount 1o account for fluctuations of the market
value,  That original estimate will still allow us to pay them six more months on the same




contract. [f that was ditferent. we would not be able o extend it. You would have to go through
the process again immediately. You can allow an extension if the doilars are the same that vou
originally contracted for.

CHAIRMAN IVEY: Allright. ILB. page 6 and 7. Your pleasure?

MR.JONES: [ move we adopt.

MS. MOORE: Second.

CHAIRMAN IVEY: All in favor, sav ave. Al opposed, sav nay.

CHAIRMAN IVEY: Motion carries.

DR. MALONE: The fact s that this is basically a pro forma extension and in no way encourages
Peregrine --

CHAIRMAN IVEY: Correct

CHAIRMAN IVEY: In vour maniia folder, pages 2 and 3, you have a similar resolution and a
very same situation with Rhumbline. And this resolution ratifies the action raken by the
Treasurer to extend that contract.

MS. MOORE: Move it

MR, SHERLING: Second.

CHAIRMAN IVEY: Any discussion? All in favor, say ave. All opposed, say nav. Aves have
it. Now we come to [I1.C., page 8. consideration of a resolution for domestic large cap equiry
manager,

DR. McGEE: So move.

DR. MALONE: Second.

CHAIRMAN IVEY: Anv discussion?

MR. JONES: Who is currently this large equity manager?

MS. STORY: Peregrine.

CHAIRMAN IVEY: All in favor say aye. All opposed say nayv. Motion carries.  All right.
[11.D. and pages © through 12 in vour packetand also 3, 6, and 7 in vour manila folder.

MS. STORY: We also needed to adopt a resolution for Rhumbline - to
CHAIRMAN IVEY: Page 4 in the attachment.




MS MOQORE: We'll move it
MR, HUFF: Second.

CHAIRMAN IVEY: Allin favor say aye. All opposed say nav. Motion carries, Now to HLB.
Metlon Human Resources and Investor Solutions - consideration of resolution on page 9 through
12, You have in vour packet a lewer Dan sent us about the sale of Mellon - seiling HR
Consulting Resources. So a sale has occurred, and the PACT Board has been contracting with
Metlon. General counsel has reviewed all of this and the existing contract may not be assigned.
[I"a different contractor is required, the original must be cancelled and a new contract initiated.
Dan, would vou like to add anything in addition to what you sent us 1 the packet?

MR, SHERMAN: There's some additional information that unfortunately was not av Mike's
disposal. This contract that we have with the PACT Board 15 with Melion Consulrants. L.L.C. It
i5 a wholly owned subsidiary of Mellon Financial. And the arrangement is not one of
assignment, but it's actually a stock sale where the subsidiary, Mellon Consuliants, L.L.C., s
being sold to ACS and will continue as a whollv owned sub.  One ot the things I tound
mteresting is that in the contract, it says the name of the contractor is the consulting division of
Melion Financial Corporation. Twrns out, just a week or so ago, 10s been announced the Buck
name is coming back. Because Mellon Consultants, L.L.C.. owns that name and a lot of people
know the Buck name, we're going to resurrect the Buck name and continue forward. So for
purposes of this contract being with Mellon Consultants, L.L.C., nothing has changed. [t's notan
asstgnment involved. It's a stock sale. The people. the computer systems, everything (s being
wved . There's about 4500 of us moved from a subsidiary of Mellon Financial to a subsidiary
of ACS. So I'm stili on board. All myv staft is still on board. We're sull in Boston. But it 13 not
an assignment. [ think that is the key pomnt here,
The database doesn't change. Really the only thing -- if this particuiar contract had provision
that said that something will happen if there's a change in control. then we'd have an issue
because there is a change in control. But there 1s not an assignment - who vou contwracted with
doesn't change. The purchase hasn't vet closed: that's going 1o occur in May. Once the closing is
done, Mellon Consultants, L.L.C. or Mellon HR&IS will still exist as a legal entity, Nothing
changes in that sense. So we'll end up changing the name of the corporation back to something
that's already m vour contract. But, in essence, it's the same company. We're just having a new
owner as a change in control rather than an assignment.

DR. McGee: But you report to somebody new,

MR, SHERMAN: [ report to somebody in Boston who reports to somebody in New York region
who reports o a head. That whole structure doesn't change. Now, the person he reported o was
on the Board of Directors at Melion Financial. Now he'll be reporting o the Board of Directors.
Yes, that's the change in whole, but it's not a change in corporaion.

MR, HUFF: Mlike, is this an assignment or not?

MR, MANASCO: Ttis notan assignment, {ris --




MR, HUFF:  So we shouldn’t even be deahing with this issue, right? [ mean, it's not an

assignment.
MR. SHERMAN: It's new.

MR. MANASCO: [ think it's a legal and significant issue. An assignment of a contract would
be that you would be assigning to someone. This would be a much more significant
circumstance in that 1t's an actual sale that has occurred. '

MR, HUFF: The very same people are doing the work. It's not an assignment. So if it's not an
assignment, why are we acting on this?

CHAIRMAN IVEY: I refer you to page 19, the mformation that Mr. Sherman provided the
Board, first definitive agreement to sale Human Resources Consulting.  That was all the
information we were provided. This is the first conversation Dan and [ have had since he sent us
the news release.

MR, MANASCO: It's asale. I think that is more legally significant than an assignment.

MS. MOORE: 1 have a clarification question. Under the contract, do we have the legal right to
cancel this contract and solicit new people without incurring a termunation penalty or
canceliation fee?

MR, MANASCO: We have the right o cancel the contract for any reason. Under Section HA,
PACT may terminate the contract at anvtime and for any reason by giving contractor 30 days
notice in the manner descrived in the contract. Confractor may terminate the contract at anyume
but only when PACT breaches the terms by giving PACT 90 davs notice.

MR, SHERLING: The queston is. is this necessary now?

MR, MANASCO: T don't think that we can just draw up a new contract with a new owner
without going through the REFP process.

MS. MOORE: Well, I think the key here is that we have the opuon at anytime to cancel the
contract regardless of the circumstances. And now that there has been a change in the entity that
we're dealing with, is now a good time from a business standpoint to just go ahead and solicit
RFPs and see what other firms are out there? Because at any time whether they were going
through a sale or not, we can cance! the contact within 30 days; is that correct?

MR. MANASCO: Yes, ma'am.
MS. MOORE: So that's reallv the business decision here [ believe,

MR MANASCO: T think that the recommendation [ have wouid be not to cancel the contract
but 1o approve the resolution to go for REPs. There's cerrainly not going to be any prohibition

against ACS, Melion, whatever entity is going to be to responding to the RFP. But if there's




going to be a new contract and [ certainty think that there needs to be a new contract if -
particularly, a sale is a change of control and vou're going to be dealing with a different entity.
MR, SHERMAN:  I'd also point out that at the very beginning of the contract, it says, Buck
Consultants, a Division of Mellon Financial Corporation to be renamed Melion Human
Resources & Investor Solutions in October 2003, Buck Consultants 1s the name of the contractor
and will continue to be after we close in May. So there is no change in the contractor name in
that sense.

MRMANASCO: If I can address that.
CHAIRMAN IVEY: Certamly.

MR. MANASCO: The original contract that was effective October 1, 2003, spoke to 2 name
change from Buck to Mellon Human Resource & Investor Solutions. That contract was signed
on September 22nd ot '03. THL contract specificatly deals with a name change that is set to occur
nine days later on October |, 2003, So that was part of consideration for the entrv into that
contract. The fact that now {hat the business has been sold with whom we have contracted and
they're going 1o revert to another name does not have the same legal arena. This 1s an existng
contract that's been sold instead of a contract we're entering into that's only mvolving a name
change. So I think thar the circumstance of that is significantly different.  And in the lerer,
certainly, it indicates that for the foresecable future, data will remain on these servers
accordance with transition agreements under which Mellon has agreed to provide continued use
of some of its facilities until a proper transfer to comparable facilities maintained by ACS can be
arranged.  You can be assured both Mellon and ACS have substantial experience in the
maintenance of data security, and the eventual transter of data will be performed with the uimost
regard for security of sensitive information. So the contract is with Melion Investor. That has
been sold to ACS, and the data is going to be going to ACS some ume in the future. This s 50
much more significant than an assignment of the contract. It's bevond question from my view
that we should not cancel this contract but that we should proceed forward with RFPs so the
people that we would acwally be dealing with, with ACS will be a respondent. And we will
know from their presentation what the facts are upon which we're going to have to make a
decision of entering into a new contract. And if the Board decided to go with ACS, it might very
well be a seamless transition. But at this point, to look at this as simply a name change would be
contrary to the legal issues as to the facts.

CHAIRMAN IVEY: Ms. Moore.

MS. MOORE: How many vears have we had Mellon actuarial services? Was October 1, 2003,
the first time or was that just a renewal of the existing contract?

MS. EMFINGER: Acrually, Dan has been the actuary for a long ume working with different
companies.

MR JONES: Madam Chairman, I'd like to move that we adopt the resolution.

MS. MOCRE: 'l second.




CHAIRMAN IVEY: Questions, discussions?

MR, MALONE: Again, the reason why vou're recommending that we don't cancel the contracr,
vet pursue an REP, to me for common purposes that sounds counter-intuitive? Tell me why that
makes good legal sense.

MR, MANASCO: Well, the exasting contractor is in the process of performing services that are
important to be continued for the Board. for the vear end financial statement under this contracr.
And it would be highly distuptive to cancel the contract on a 30-day notice when Mellon is in the
midst of performing these essential services,

MS, EMFINGER: And he performs current wition value calculations for death and disability
refunds on an ongoing basis.

MR. MANASCO: Mr. Hutf raised the point. Would a six month extension cause this ditficulty
ov not giving the other people an opportunity to bid on the coniract.  And under those
circumstances not.  But certainly with a wansfer of ownership, we couldn't just redo a contract
with a new contracting party without running into substantial difficult with the opporunity for all
mterested parties to bid on this contract.

CHAIRMAN IVEY: Any more discussion?
DR. MALONE: Call for the question.

CHAIRMAN IVEY: All in favor say ave. All opposed say nay. Motion carries. Other

business, item 4, page 4l. The Chairman and s tf had a significant meeting with
representatives of Van Kampen, Jeft and Mike. And in thar discussion, we clearly got them to
understand some of our concems as board members ior clartty and complereness and
thoroughness . [ believe that they've certainly gor that message. And in our discussion. it sort of
became clear to them -- and [ know to us -- most of us on this Board that supervise the 329
program were not here at us inception.  The 329 Fund and its program is different than the
PACT Program, though they're both 329 IRS code-related. And it occurs to us that mavbe 1t
would be really helptul were the Board to consider spending an hour and a half mavbe at the
beginning or the end of the May Board meeting and have an orientation session. And this is the
outline - certainly we can modify it as you would choose. ['m confident that thev value the
relationship with this Board, and we value the relationship with them. So [ would entertaimn vour
discussion or recommendation. Could we pian for May 23, have a working lunch, and keep on
for another hour and a half for ortentation if vou found that beneficial.

MS. MOORE: T just have a question because Van Kampen, if I'm not mistaken, said their 329
performance has been the top of the industry but vet we kept seeing all the negatives of thew
performance. And we're saying, how do vou know that. And then we're asking for the weighted
average returns of 529 compared to other industry data. Are thev going to be providing us that
information on a routing basis so that we can make sure that we're offering the right fund options
to the participanis in the 329 because [ had a lot of hang-ups with some of the things thev said.




CHAIRMAN IVEY: And this will be a great time to lay out for them all of our concerns.

MS. MOORE: I mean, this is almost like saying, okay, the Board, you know, y'all need to be
oriented. [ need them to be ortented. [ want to take them to school on what I'm accustomed to
seeing in different plans and what they need to provide this Board.

They were obviously representing to this Board that their peliosmanw has been the top of the
indusiry, so my question is, how do you know?

MS. STORY: By reviewing the information that Van Kampen provides in their quarterly report
which shows the underlying funds compared to various benchmarks- like we do with our own
PACT. Small cap funds to small cap fund. It's impossible to compare different company
portfoiios because each portfolio is comprised of different asset allocated underlving funds.

MS. MOORE: I mean, they were representing that their total performance. So that's my
guestion back to them. [t's not up to me to try to figure it out. It's up to them to tell me if vou're
going to represent that thev're doing great and wonderful then show me because we looked at all
the different funds. And the funds with the largest dollars were the ones that were
underperforming. I mean, there's a lot of propaganda but not a lot of data .

MR. JONES: They need to show us something that whatever funds they have compared to
whatever they are indexing it 10.

MS. MOORE: Well, they did that, but you couldn't tell how much dollars were i each thing.
And my suspicion is the ones with the lowest doliars were the ones that were performing really
well, and the majority of our people weren't performing well.

MR, JONES: But yvou can get a weighted average by taking the --

MS. MOORE: 1 asked for a weighted average return, and it may not be able to total 0 another
index, but we ought to see what our weighted average return is.

MS. STORY: That was provided at the last meeting.
MS. MOORE: But we just hear a lot.

CHAIRMAN IVEY: Well, we clearly discussed the difference between propaganda and
substance.

MS. MOORE: Good. Thank you. Because [ just didn't want to get into another propaganda
meeting.

CHAIRMAN IVEY: [agree. And that's what we need to have, want to have, will have. [ do
think it will be a good exchange and a tume for us. As vou say, we'll ortent them and mavbe we
ali get more -- and [ bet vou ger hit up from time to time with friend, neighbor, and colleague tell




me about this 329, What does it do? How does it do? [t's ditferent from PACT but by what?
Well, it's sort of hard to go into all that stuff.

MS. MOORE: Tt will be good. I'm in favor of learning more abour it so we can make more
informed decisions.

CHAIRMAN IVEY: With permission, we'll try to plan on a little extended meeting on the 23th.
Also. in other business, given the Long Range Planning Committee's report, Ed, there was a
statement in there about asking the Investment Committee to consider a change in asset
atlocations.

MR, SHERLING: To investigate that, ves,

CHAIRMAN IVEY: To investigate it. And Ricky is chairman of that, and Ricky may want to
make some phone calls with the Investment Comurmnittee to look at present asser allocations and
let them bring back a recommendation of should the asset allocarions be revised in any fashion.
Finally, the last page in vour manila envelope is an e-mail address change for the Treasurer. In
fact, my e-mail is now no longer. And the e-mail address that is provided is my assistants’ —
Mary Frank’s. I will see any emails you send, no guestions asked. This will ensure that any
ematl vou send will be timely reviewed and answered.

That's all the business [ have. Anyvbody else have any other business?
All in favor of adjourning, stand up.

{The meerting adjourned at 11:30 am.)




Adopted Resolution by the
PACT Board of Trustees at its meeting on April 14, 2005

Topic: Request for Proposals for Demestic Fixed Income Manager

Whereas, the procurement of professional service providers is now subject to the

requirements of Section 41-16-72(4), Code of Alabama (1975); and,

Whereas, the contracts for the current large cap domestic fixed income
investment managers expire in September, 2005; and,

Whereas. the Board of Trustees has approved an asset allocation that includes
domestic fixed income management; and,

Whereas, the Board desires to select one or more domestic fixed Income
investment managers through a competitive selection process open to all qualified
business entities; and,

Whereas, the Board desires to proceed with the selection process in an
expeditious manner; now,

Therefore, Be It Resolved, that the Board authorizes the Treasurer to distribute
the Request for Proposals and to provide access to the proposal on the Treasurer’s
website for ail interested parties.

Be It Further Resolved, that the Investment Advisor will evaluate all responses
to the Request for Proposals and provide evaluations to the Investment Comumittee. The
Investment Committee shall discuss and review the inf@rmati{m provided by the Advisor,
and shall provide a recommendation to the Board.

Re It Further Resolved, that the Board of Trustees shall meet to select one or

more domestic fixed income managers no later than September 2005.




Avenda Item I11. B.

Adopted Resolution by the
PACT Board of Trustees at its meeting on April 14, 2005
Topic:
Ratification of Amendment to Domestic Large Cap Equity
Investment Manager Contract

Whereas, the Investment Management Contract with Peregrine Capital
Management for domestic large cap domestic equity investments was due to expire by its
terms on March 31, 2005; and,

Whereas, allowing the contract to expire without a replacement investment
manager would have been very detrimental to the management of assets, and

Whereas, the Board was not scheduled to meet until April 14, 2003; and

Whereas, the Contract terms provided it could be amended in writing signed by
both parties; and,

Whereas, an Amendment was made and signed on March 30, 2005 by the
Provider and the Treasurer, as Chairperson of this Board to extend the Contract for a
period of six month to expire on September 30, 2005 and is attached hereto; and,

Whereas, the Board has approved a separate Resolution for issuance of a Request
For Proposals for selection of one or more large cap domestic equity investment
managers; now

Be It Resolved that the Board concurs that the circumstances presented an
exigent need for immediate action by the Chairperson and does ratify the Amendment.




Adopted Resolution for Consideration by the
PACT Board of Trustees at its meeting on April 14, 2008

Topic: Request for Proposals for Domestic Large Cap Equity Manager

Whereas, the procurement of professional service providers is now subject to the

requirements of Section 41-16-72(4), Code of Alabama (19753); and,

Whereas, the contract for the current large cap domestic equity investment
manager expires in September, 2005; and,

Whereas, the Board of Trustees has approved an asset ailocation that includes
large cap domestic equity management; and,

Whereas, the Board desires to select one or more large cap domestic equity
investment managers through a competitive selection process open to all qualified
business entities; and,

Whereas, the Board desires to proceed with the selection process in an
expeditious manner; now,

Therefore, Be It Resolved, that the Board authorizes the Treasurer to distribute
the Request for Proposals and to provide access to the proposal on the Treasurer’s
website for all interested pafi:i_es.

Be It Further Resolved, that the Investment Advisor will evaluate all responses
to the Request for Proposals and provide evaluations to the Investment Commuittee. The
Investment Committee shall discuss and review the inférmartion provided by the Advisor,
and shall provide a recommendation to the Board.

Be It Further Resolved. that the Board of Trustees shall meet to select one or

more large cap domestic equity managers no later than September, 2003.




Adopted Resolution by the
PACT Board of Trustees at its meeting on April 14, 2003
Topic: Request for Proposals

Whereas, the procurement ot professional service providers is now subject to the
requirements of Section 41-16-72(4), Code of Alabama (19753); and,

Whereas, Mellon Human Resource and Investor Solutions currently provides
actuarial valuation and consulting services through a Professional Services Contract
effective October 1, 2003 with expiration date of September 30, 2008; and

Whereas, Mellon has informed the PACT Program that its Human Resource
division has been sold to Affiliated Computer Services, (ACS) with anticipated closing in
Tune, 2005, when said division (contractor) will be entirely owned by ACS; (see email
and press release attached) and,

Whereas, the existing contract provides in Section VII B that, “This Contract
may not be assigned. If a different contractor is required, the original contract must be
canceled and a new contract initiated”; and,

Whereas, the Board desires to proceed with the selection process in an
expeditious manner; now,

Therefore, Be It Resolved that the Board authorizes the staff of the Treasurer’s
Office (1) to distribute a Request for Proposals to all interested entities as determined by
State Purchasing, (2) provide access to the proposal on the Treasurer’s website and, (3)
evaluate all responses to the Request for Proposals with or without a Board Committee so
that such entities that show initial merit can be selected and promptly invited to appear
and make individual presentations to the Board at a designated time when the Board is
convened with a quorum present; and,

Be It Further Resolved that the Board of Trustees shall meet to select an
actuarial consulting firm not later than September 30, 2005,




Agenda Item II1. E.

Adopted Resolution for Consideration by the
PACT Board of Trustees at its meeting on April 14, 2003

Topic: Revisions to the PACT Rules and Disclosure Statement for 2005

Whereas, the Legislature has created the Wallace-Folsom College Savings
Investment Plan pursuant to Title 16, Chapter 33C of the Code of Alabama, 1975 (the
“Act”) in recognition that the advancement of higher education in the State of Alabama is
a proper governmentai function and purpose of the State of Alabama;

Whereas, the Plan consists of two programs, one of which is the Prepaid
Affordable College Tuition Program;

Whereas, Section 2.1 of the Act provides that the State Treasurer of the State of
Alabama (the “Treasurer™) shall administer the PACT Program in accordance with the
provisions of the Act and the rules, regulations, and guidelines (the “PACT Rules™
established by the Board of Trustees (the “Board™);

Whereas, the Board has determined that it is appropriate to provide, amend and
suppiement the Disclosure Statement and the Rules; and,

Whereas, the Board has concluded the Disclosure Statement should be combined
with the appropriate non duplicative provisions of the MasterPACT and Rules; and,

Whereas, the Board has reviewed the revised documents as attached;
Therefore, Be It Resolved, that the Board approves discontinued future use of

the MasterPACT and further approves the proposed 2003 Disclosure Siatement that
inciudes the PACT Rules.




Agenda Item I1I. F.

Adopted Resolution by the
PACT Board of Trustees at its meeting on April 14, 2005

Topic: 2005 PACT Contract Pricing

Whereas, the Board of Trustees is responsible for the approval of contract
pricing for each enrollment period; and,

Whereas, the Board of Trustees has considered various assumptions used
in the construction of contract pricing and with the assistance of the PACT
Actuary has determined that the following assumptions are reasonable for the
pricing of the 2005 PACT Contracts:

Tuition Increases: 2005 — 10%; 2006 — 9%: 2007 — 8%:;
2008 and thereafter 7.5%

Bias Toward More Expensive Schools: 5% (4 year only)

Rate of Return: 8% and 9™ grades — 7%; 6™ and 7" grades — 7.25%:
4™ and S™ grades — 7.5%; 2™ and 3™ grades — 7.75%:
1* grade and below — 8%

Enrollment at Jr/Community vs Four-year Schools: 85% at ¢-Year and

15% Jr./Community

Credit Hours Utilized: 135

Tuition Payments: 9/1

Contract Cancellations: 0

Therefore, Be It Resolved, that the Board, with the advise of the PACT
Actuary, adopts 2005 PACT Contract Pricing as follows: Scenario |
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Adopted Resolution by the

PACT Board of Trustees at its meeting on May 25, 2005
Topic: 2005 PACT Contract Pricing

Whereas, the Board of Trustees is responsible for the approval of contract pricing for
each enrollment period; and,

Whereas, the Board of Trustees at the called meeting on Aprit 14, 2003, discussed
pricing scenarios prepared by the Actuary, specifically discussing the assumptions, and
subsequently adopted 2005 PACT Contract pricing based on assumptions believed to be the most
applicable and accurate; and,

VWhereas, following the called meeting, the staff recognized the lump sum pricing
anomalies that the 7% erade pricing was $54 less than the 6™ grade pricing and the 9" grade
pricing was S109 less that the 8% grade pricing; and discussed this with the Treasurer; and,

Whereas, the five (3) vear pricing for the 6" grade was S2 more than the 5 vear pricing
for the 7™ grade; and,

Whereas, conceptually from a practical view, contract pricing in a later envollment year
should not be less than the price in an earlier enrollment vear; and

Whereas. the PACT Actuary explained that the referenced pricing occured as a

nathematical function betwesn the assumpiion for investment return and the assumption for
tuition increases over time that accumulated at their intersection point and that the calculations
are actuarially accurate; and,

Whereas, the Treasurer has general discretionary operational decision making authority
provided by the Board: and as a part thereof with staff recommendation, the Treasurer made
pricing adjustments to equalize the pricing between the carlier and later enrollment vears for
fump sum pavment and for the five (3) year pricing.

Therefore, Be It Resolved, that the Board does hereby ratify the aforementioned

adjustments for the 2005 Alabama PACT Contract Pricing.




AGENDA ITEM IV. B.

Adopted Resolution by the
PACT Board of Trustees at its meeting on May 23, 2005

Topic: Selection of PACT Trust Fund Custodian

Whereas, the Board of Trustees {*“Board™) issued and received ten
Requests for Proposals for Trust Fund Custodial Services on October 7, 2004 and

Whereas, JPMorganChase, Bank of New York and Wachovia Bank made
presentations at the regular meeting on December 8, 2004 and the Board selected
JPMorganChase; and

Whereas, Treasury staff undertook and participated in substantial and lengthy
negotiations with JPMorganChase from February, 2005 through May 10, 2005 that did
not result in a complete or final agreement; and

Whereas, JPMorganChase refused to indemnify the Board; and

Whereas, JP MorganChase also insisted that the contract include a provision that
the Trust Fund participate in a “Overdrafts” program that authorized JPMorganChase to
make interest bearing advances to the Trust Fund to settle trades if there were insufficient
funds in the cash account; and

Whereas, JPMorganChase clearly indicated the foregoing issues were final,
threshoid, and non-negotiable: and

Whereas, numerous other issues (including that JPMorganChase does not have
errors and omissions insurance) remained unresolved, and negotiations had become
unduly protracted; and, several issues were awaiting approval from other divisions of
JPMorganChase; and

Whereas, Treasury staff concluded that further negotiations would be futile and
not in the interest of the PACT Trust Fund and has so notified JPMorganChase; and

Whereas, the Bank of New York was considered the next candidate to best meet
the needs of the PACT Program, and subsequently Wachovia Bank; now

Therefore, Be It Resolved, that the Board authorizes the Treasurer to negotiate
and execute a contract with Bank of New York for Trust Fund Custodial Services and
Securities Lending for PACT for a five year period as heretofore authorized by the Board
and noted in the Request for Proposals. The Treasurer is further authorized to negotiate
with Wachovia Bank should there be a need 1if contract negotiations are deemed futile
with Bank of New York.




THE ALABAMA PREPAID AFFORDABLE COLLEGE TUITION
PROGRAM

MEETING OF THE BOARD OF DIRECTORS
August 24, 2005

MINUTES

Present:

Chairman Kay Ivey
Mr. Russell Buftkin
Mr. Willie Huff
Mr. Ricky Jones
Dr. Mike Malone
Ms. Sarah Moore
Dr. Harold McGee
Mr. Ed Sherling
Mr. Chris Moseley representing Lt. Governor Lucy Baxley
Absent:

Dr. Roy Johnson

Others Present:

Mrs. Daria Story, Assistant Treasurer and Chief Operating Officer
Mr. Anthony Leigh, Deputy Treasurer

Mrs. Brenda Emfinger, College Savings Programs Director

Mr. Roman McLeod, College Savings Programs Coordinator

Mr. Mike Manasco, Treasury Legal Counsel

Mr. Bud Pellecchia, Investment Consultant Callan Assomates
Ms. Sherry Mack, Court Reporter (2™ part of meeting)

Pursuant to written and pubiic notice, a meeting of the Board of Directors of the
PACT Program was held in the 3™ Floor Conference Room of the RSA Union
Building, Montgomery, Alabama on August 24, 20035.

Agenda ltem 11

The meeting was called to order by Chairman Kay Ivey at 8:20 a.m. with a
quorum present. Treasurer [vey presented the minutes of the May 25, 2005 board
meeting. A motion was made by Dr. McGee, seconded by Mr. Huff for approval
as written. The motion unanimously carried.

Agenda Htem II1.




Agenda Item II1.

Mr. Jones provided a report from the Investment Committee, inciuding the
minutes of the previous meeting. Mr. Jones then discussed with the Board the
manager search process used by the committee. Mr. Jones asked Mz, Pellecchia to
review the proposed domestic fixed income allocation. Mr. Pellecchia explained
that based on a recent study prepared by Callan, the committee recommends
diversifying the domestic fixed income allocation to be composed of TIPS
(Treasury Inflation Protection Securities), a core plus management style, and the
current core plus style. Because of this recommendation, only one core fixed
income manager would be needed because of the reduction in the amount of assets
for this style. Mr Jones stated that the comumittee recommends retaining Sterne
Agee to be the sole fixed income core manager. Mr. Huff questioned if the
allocation was to diversify risk or to get a better return. Mr. Pellecchia responded
that 1t was for both. Mr. Huff then expressed his concern about the limited depth
of investment managers at Sterne Agee. Recent management and personnel
changes at Sterne were also mentioned. It was agreed that the [nvestment
Committee would review the proposals recently received for a core fixed income
manager and recommend to the Board a replacement manager that could be
contracted if the need arose.

On behalf of the Investment Committee, Mr. Jones recommended to the Board that
the following firms be interviewed:

Domestic Large Cap Growth — Peregrine, Intech, Voyageur

Domestic Fixed Income Core Plus - Western, Hartford

Agenda Item IV, A.

Treasurer Ivey asked Ms. Emfinger to explain the review of the proposals received
for actuarial services. Ms. Emfinger provided information for the Board
concemning the evaluation which included an analysis of the firm, fees, services,
and experience. A summary of the calls to references for each firm was also
provided. Ms. Emfinger stated that four proposals were received and that one was
rejected due to fees and no prepaid program experience. Ms. Emfinger stated that
three firms: Actuarial Resources, Milliman and Buck Consultant were mvited to
make presentations to the Board.

Agenda Ttem IV. A, (1.)

Actuarial Resources was represented by Mr. Bob C10n1pton Mr. John Condo, and
Mr. Don Yates. Mr. Crompton began the presentation with an overview of the
firm and their experience.  He stated that they had extensive experience with
prepaid tuition programs and provided timely service at a reasonable fee. He
further stated that they were allowing for 20 additional hours of work that would
be necessary to get a better understanding of the program at no additional cost if
they were selected. In depth discussion was held regarding tuition projections,




pricing contracts and dealing with deficits.  Mr. Crompton shared many
experiences he has had with other state prepaid programs, and the assistance and
consultation that they have provided.

Agenda Item I'V. A. (2.)

Buck Consultants was represented by Mr. Dan Sherman who is the current
provider. Mr. Sherman distributed a handout that provided information related to
the service provided by Buck. Mr. Sherman explained that his strength was the
quality of the work and being able to explain actuarial information in layman’s
terms. He also reiterated his experience in working with PACT and the ability to
provide a detailed gain/loss analysis. The company’s recent acquisition by
Affiliated Computer Services (ACS) was discussed. Mr. Sherman was
questioned about hourly fees related to additional work and this was explained as
follows: Mr. Sherman @ $375/hour; Mr. Brau @ S$275/hour and Ms. He and Ms.

Bui at $175/hour.

Agenda Item IV. A. (3.)

Milliman was represented by Mr. Bill Reimert. Mr. Reimert discussed
information about his firm. He then called the Board’s attention to his
presentation concerning the current PACT trust fund deficit. He stated that he was
concermned about the 9% rate of return assumption and discussed his thoughts on
the future of prepaid programs in general. He discussed his belief that the
programs were not viable without full faith and credit or some other backing.
When questioned about lost business, he stated that the primary reason was fees or
in the case of Illinois, a mutual lack of comfort. He also stated that he was very
accessible to his clients.

Following discussion, the Board expressed an opinion that Actuarial Resources
would be the best provider for actuarial services.

Agenda Item IV, B.

Treasurer Ivey asked Mr. Pellecchia to discuss the presenters for a large cap
growth equity manager. Mr. Pellecchia discussed information provided on the
three firms. Informational materials are attached for reference. Treasurer Ivey
asked Mr. Pellecchia if any Alabama firms responded. He stated that a proposal
was received from AmSouth but did not meet the minimum requirement for assets
under management and that their style was more core oriented. He had held
discussions with the staff of AmSouth.

Agenda Item IV. B. (1.)

Peregrine was represented by Mr. John Dale and Ms. Stephanie Adams. As the
current provider, Mr. Dale discussed the firm and the style of management. He
stated that they limited their firm to 25 clients and concentrated on the large cap




growth style, believing that growth is coming back into tavor. He discussed their
performance and their adherence to fundamentals.

Agenda Item IV. B. (2.)

[nTech was represented by Mr. Terry Paquette and Mr. Russell Bjorkman. Mr.
Paquette discussed the unique method used to compile their portfolio which 1s a
mathematically based risk controlled process. They further discussed the firm and
other information related to their business.

Agenda Item IV, B. (3.)

Voyageur was represented by Mr. Michael Lee, Ms. Shireen Eddleblute and Ms.
Bridget Thompkins. Mr. Lee discussed information on the firm. Ms. Eddleblute
discussed their process for compiling their portfolio and their style

Following discussion, the Board expressed an opinion that InTech would be the
best provider for domestic large cap growth equity management.

Agenda Item IV. C.

Treasurer [vey asked Mr. Pellecchia to discuss the presenters for a core plus
domestic fixed income manager with the Board. Mr. Pellecchia discussed
information provided on two firms. Informational materials are attached for
reference. Mr. Pellecchia stated that no proposals were recetved from Alabama
firms.

Agenda Item 1V, C. (1.} _
Western was represented by Mr. Joseph Carieri and Mr. Donald Plotsky M,
Carieri and Mr. Plotsky discussed information on their firm and their style of
management. It was noted that the firm did use TIPS in their portfolio. Mr.
Carieri informed the Board that they were proposing a change in their fee structure
to offer 15 basis points.

Agenda Item IV. C. (2.)

Hartford was represented by Ms. Tracy Eccles and Mr. Scott Crossley. They
discussed their firm and their process. They stated that their proposed fee was 30
basis points.

The Board discussed the two proposals and expréssed an opinion that Western
would be the best provider for domestic fixed income core plus management. The
Board then discussed whether or not an additional TIPS manager would be needed
since this firm could also provide management for a TIPS portfolio. It was the
consensus that this firm could provide both and that there would be less risk
having TIPS as part of the core plus portfolio.




At this time, Ms. Sherry Mack joined the meeting to transcribe the minutes.

Treasurer [vey called on Ms. Emfinger for the program report.

MS. EMFINGER: We are in enrollment and have received about 458 applications. In
the past, the majority of applications came the last two weeks of September. People are
procrastinators. I'm hoping that's going to be true again this year. We are also in the
process of updating the web site that we make available to the colleges. In the past, we
sent them hard copies of rosters, which were very large. Now we have given them online
access. We update those numbers so that they have clear balances for hours and fee
terms for all the students; they're real excited about that. And that way, we can
communicate with them in terms of information related to invoicing or changes in the
qualified fee structure, that type of information.

We are also in the process of changing custodians to the Bank of New York. They
have mailed out letters to the managers and the transition is going well. The custodial
change will be a good change for us because when Compass was the custodian, the
internationals had to be custodied at the Union Bank of California. So we'll be able to
streamline some of our accounting in that process.

DR. MALONE: How did the waiving of the application fee for those who enrolied in
June go?

MS. EMFINGER: Well, it went well in the sense that those people that got it were
glad to get it. Those that didn't were not. I'm not sure if the delay in getting the
brochures out had something to do with the fact that we didn't have any more people to
sign up during that time than we did. Do you have any questions for me related to any of
the information that we've provided? Thank you.

CHAIRMAN IVEY: Bud, investment report.

MR. PELLECCHIA: I'm sure you have my June 30th investment performance report.
I won't go into as much detail as I'have in the past. We've had a long day, and we still
have a lot to go.

Let me just start by drawing your attention to section I, page 2. You see a snapshot of
the performance of the various asset classes for the quarter and to year ending. Yousee a
mix of black and red numbers. The S&P 300 was in positive territory, up 1.37. Non-US
equities were down | percent. The dollar was stronger during the quarter. U.S. bond
market had a very strong quarter, up over 3 percent.

For the year, some good numbers, S&P 300 up by 6 percent. Non-US equities up over
13, and the domestic bond market actually even outpaced the equity market, up 6.8
percent.




On page 3, in the small box, for the quarter, smaller caps continue to outperform the
larger caps. Mid caps actually did the best. S&P 400 up 4.26. Small cap up 3.94, and
the large cap up 5.37. We did see a small shift towards growth. Large cap growth was
up to 2.90 percent while large cap value was up only 1.66 percent. And we are starting to
see a movement towards growth in the small cap area as well. Growth outperformed
value. However, for the longer period of one year, at the bottom of the page, small and
value have continued to be the place to be.

Page 4, performance of the fixed income markets. Despite the fact that the Fed was
raising short-term rates, long-term rates actually came down during the quarter. People
thought that we hit a soft patch in the economy. So the Lehman Aggregate was up over 3
percent. Those, managers that had extended maturities/ longer duration, actually did the
best because of the longer-term rates coming down. High yield had a decent quarter, up 2
percent but not like it was going gang busters in the previous coupte of vears.

High yield for the full year is up 9.75. As Western was poiating out, depending on
where you were on the yield curve, had a lot to do whether you were rewarded or not.

On page 5, international equity, pretty much the same type of story this quarter as it
was for the previous quarter: stronger dollar. The local markets were actually up 4
percent, but the dollar was up 5 percent. So that eliminated all the gains that U.S.
investors had. And you actually, therefore, lost 1 percent in value. Emerging markets
continue to be a strong place to be, and the one year number shows us how it's up over 35
percent in emerging markets.

If you'll flip now to your next section, page 9, this is the target asset allocation. And
it's pretty close to target based on the old targets. As you know, as will be talked about
fater in the investment policy statement, we are adjusting the allocation to international
equity. And that's going to come at the expense of large cap equity mainly but, also,
somewhat at domestic fixed income. So we are moving to 21 percent international equity
from 15, and we're moving from 30 percent fixed income down to 28.

The small cap will stay the same at 9 percent, and the large cap equities will go to -- [
believe it's 41 or 42. So as part of thaf rebalancing, obviously, we have decisions to make
on the fixed income side. But we do need to rebalance between domestic equity and
international equity. We need to put more into the international markets.

And that would require basically taking money from Peregrine and Bear Sterns
because they are the two large cap equity managers on the domestic side. Bear Sterns has
more assets than Peregrine just because value had outperformed growth. But I don't
know if it's the pleasure of the Board that we make that move, make that decision to
move those assets now.

CHAIRMAN IVEY: The statement has been made. Do we need to move funds to
Internationai? :




MR. HUFF: We need to rebalance from domestic equity into international.

MS. MOORE: I move approval to rebalance the portfolio as stated by the investment
committee.

MR. SHERLING: Second.

CHAIRMAN IVEY: You've heard the motion that we rebqlance the asset ailocatzons
in accordance with the new investment guidelines.

CHAIRMAN IVEY: Any discussion? You've heard the motion with a second. All in
favor? .
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: Any opposition? The motion carries to rebalance.

MR. HUFF: And here's the other question. Do you take some from Bear Stems and/or
just take it all from Peregrine?

MR. PELLECCHIA: Well, my suggestion is that, if you look at page 15 where we've
had the large cap assets, you have an overweight to Bear Sterns, which means you have
an overweight to value of $9 million. I would like to see the large cap growth manager,
whoever it is, Peregrine or somebody else, have an equal amount of money as the value
manager, Bear Sterns.,

MR. HUFF: We can make a motion that the two large cap managers have the same
dollar amount after the rebalancing, and the difference goes into international.

MS. MOORE: I'll second that.

CHAIRMAN IVEY: You've heard the motion and the second. All in favor say aye?
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All o‘ppose'd,‘ nay? Motion carries.

MR. PELLECCHIA: Back to the report on page 10. We had a decent quarter for the
quarter ending June 30th. At the bottom of the page, you see the actual return was 2.34
percent positive. The target return having been a hundred percent invested in index funds
at the target weight would have produced 2.08 percent. Managers added 31 points. The
asset allocation was a slight negative of 6 basis points. So we had a good guarter.

If you flip to page 13, the rankings also show that it was a strong quarter; however, we
have a lot of ground to make up by looking at page 13. We were at a 16th percentile for
the quarter, yet near the bottom for longer periods that go back four and a quarter years.




The next page on page 14 takes it out even further., Since inception, you have achieved
your actuarial hurdle rate, 9.83 percent, even though the last four years have not been
good.

If you flip now to the section marked domestic equity, I will get into the performance
of the individual managers. Peregrine had a strong quarter, up over 4.8 percent, ranking
in the top quartile. However, as we talked about before, their last three years have not
been that strong. They trailed the benchmark and ranked below median. The since
inception number is ahead of the Russell 1000 growth and pretty much right at the
median, slightly ahead.

Page 30, performance of Rhumbline. It's doing what it's designed to do which is to
track the benchmark. However, active large cap core managers have outperformed the
index over this period.

We have talked about in the past about moving the benchmark for Rhumbline from the
Russell top 200 to S&P 500, which gives it a little bit more broad exposure. I would
make that recommendation that we change the benchmark for Rhumbline from the
Russell top 200 to the S&P 500, which gives it a little bit more of a broader exposure,

We have already addressed that they would continue as our index manager, but I think
that we can get broader exposure with the 500 rather than with the Russell top 200.

CHAIRMAN IVEY: Is there a motion to that effect?
DR. McGEE: So move,
MR, SHERLING: Second.

CHAIRMAN IVEY: Any discussion. All in favor say aye.
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All opposed nay? Motion carries.

MR. HUFF: Bud, in the investment policy, how much money is the index manager
supposed to have?

MR. PELLECCHIA: The policy does not state how much should be managed in index
funds. -

MR. HUFF: Well, I guess my question is, how did we decide that Rhumbline would
have 21 percent of the portfolio or whatever that is?

MR. PELLECCHIA: Well, that was approximately the amount that we had in there
before [ got involved, and I concurred that about 20 percent makes sense for a plan your
size to have that type of exposure to the index fund. And it makes the most sense to have




index management 1n the most efficient asset class, large cap stocks, as opposed to
international fixed income.

MR. HUFF: T'll just make a point that if we have 135 million of our 655 million in an
index fund that has underperformed for five years on average then, obviously, our whole
portfolio, is not going to look too well for the simple fact that it's mimicking the market.

MR. PELLECCHIA: That's correct. You are mimicking the market with that
exposure, . '

MR. JONES: How many dollars does Rhumbline have, and how many does Peregrine
have?

MR. HUFF: Rhumbline has 135,421,000. Peregrine has 80,506,000, and Bear Sterns
has 89,580,000. Here's my point. If we have an investment return assumption of 9
percent and our large cap equity, which is indexed, and the index is under water for five
years, it's almost impossible math to make that up.

MR. PELLECCHIA: Well, there are times when the index is a tough bogey to beat,
and index funds actually outperform active managers. Over the last five vears, that hasn't
been the case, especially with the top 200 as Rhumbline has been invested in. Going
forward, if the market takes off, the index fund is going to do well.

MR. JONES: Would we be overaggressive to restructure those to be a third, third, and
third of the total — basically a hundred million each?

MR. PELLECCHIA: 1 don't think that's out of [ine at all. Again, this is a
philosophical question. Do you believe in active management versus passive
management? Passive management gives you low turnover. It gives you low fees and
gives you the market. You don't have to worry about manager risk.

MR. JONES: Well, if we're going to have an assumption of 9 percent and that number
is shrinking every year because w¢'re not even coming close to it, we've either got to
change our assumption, change our philosophy there, or we've got to be more aggressive
to reach the 9 percent. And it seems like by putting a third, third, and a third, we're
showing to be a little more aggressive. We've got to either change the assumption, or
we've got to be more aggressive on making that assumption.

DR. MALONE: The first question has to be answered before you reallocate in
proportion is, Do we want to be more aggressive, whether with an active participation
versus the passive? And once we answer that question, then partitioning and reassigning
of the percentages makes more sense.

MS. MOORE: Well, I think we discussed this at a previous meeting — that we're not
happy with being in the bottom percentiles. If you look at Rhumbline, even though they
are tracking the index, the index is at the bottom. Index funds are at the bottom of that




group, if this chart is correct. And we all decided that is not acceptable because we're not
bottom-25-percentile kind of folks.

DR. McGEE: Question. Did long-range planning committee come up with any
recommended change in assumption?

MR. SHERLING: No, there was nothing definitely done about that.

MR. PELLECCHIA: In the past, the assumption was directed by the actuary, if I'm
not mistaken. And we took their number for granted with some discussion. But I think
from the discussion we heard today from the other actuaries, it may be too high of a
number. Our asset allocation told you that you probably can't get there over the next five
years unless you went extremely aggressive. But there are other ramifications of
fowering your discount rate, lowering your actuarial return. It means that you're going to
become less funded.

MS. MOORE: Well, you can't just look at just one of those assumptions. It's the
spread between the tuition increases and investment return.  You've got to look at both

sides.

DR. MALONE: My only observation again as an almost third party objective on this
is that I don't think it has to be either or. I think it's a combination of things that need to
be looked it. And I'm hearing the conversation to be, okay, we either change the
assumption or we get more aggressive. I keep hearing us talk about being more
aggressive. And Bud asked us a question 20 minutes ago, you know, about some
direction, about do we err on the side of positivity, do we err on the side of a little bit
more aggression? Or do both. And I think that's a strategic question that the investment
committee ought to take up.

CHAIRMAN IVEY: Where are we?

MR. PELLECCHIA: I'm continuing with the report, if you'll flip to page 33. This is
the performance of Bear Sterns. They've been your large cap value manager for a year
now. And they have continued to underperform. This past quarter was pretty close to the
benchmark and just below median. They were hurt by individual stocks.

Since inception, they are significantly behind the Russell 1000 value. Nothing has
changed at the firm. Their longer term performance is very good. Unfortunately, since
you've been invested with them, they've underperformed. It's just one of those things.
They still are being considered for new searches when we do search work, but this fourth
quarter period has been an underperforming period. We're obviously keeping a close eye
on them, but we think it's too short of a period to make an action. If you'll flip to page
36, Earnest Partners has had another strong quarter. They're your small cap value
manager. You've been invested with them for a year as well.

\.




Turner Investment Partners is your new small cap growth manager. They beat the
benchmark, the Russell 2000 growth. However, they were just slightly below median for
this first quarter, 57 percentile.

International equity, the new manager is New Star Institutional. They beat the
benchmark. They were basically flat for the quarter. However, the benchmark was
down. And that put them in the 35th percentile. And finally, the last section, fixed
income. AmSouth did have a good relative quarter. They were ahead of the benchmark
by a basis point, ranked in the 26th percentile. The two and three year numbers are not
that strong - below the benchmark for the two year and right at the benchmark number for
three years. Their longer term performance though has been good.

And finally, on page 51, Sterne Agee which has had a pretty much same level as
AmSouth for the quarter at 28 percentile at the benchmark, ahead of the benchmark for
the year, but below median and over longer periods, very strong performance.,

And then getting back to your question, Willie, Sterne Agee, although having great
performance over the last five years, they trail Western core plus portfolio for that five
year period. This concludes the report.

CHAIRMAN IVEY: Bud, thank you very much. Next business is Item V.A(3), page
72 in your agenda, trading cost analysis. Brenda, is there anything that needs to be said
about that?

MS. EMFINGER: As you will recall, last meeting, we had a representative from
Abel/Noser who came and explained this report to you. We have narrowed it down to
this one page, and until it tells us something that you need to be aware of in terms of a
manager's cost exceeding what it should, it's just for information.

CHAIRMAN IVEY: New Star amendment, Mike Manasco, page 73 and 74.

MR. MANASCO: Yes. This is an amendment to the contract where New Star is
going to outsource to HSBC Institutional Fund Services trade distribution, trade
matching, and foreign exchange séttlement instruction. This was looked at as a good
thing for them to be doing as this organization is taking the lead in trving to facilitate
international settlement. And they have agreed the purpose of the amendment was to
formalize it, that they will remain primarily liable to the Board for the performance of
any outsourced obligations. So it didn't change anything to do with the contract other
than to give them permission to do this, and they remain primarily responsible for all
indemnifications and standards of care in the original contract.

CHAIRMAN IVEY: No action is required. [t's just a matter of information. Report
of the PACT marketing for '05, Anthony Leigh.

MR. LEIGH: We have put into place the marketing plan that we shared with you at
the last two Board meetings. The TV commercials ran heavy in May and June, We've




tapered them off a little bit in July and August, and they'll pick up again heavy in
September for the last month of marketing.

Our radio ads will run on the Alabama and Auburn radio network during the month of
September. While our TV commercials have tapered off in July and August, the
Treasurer and I have used that opportunity to get out and travel the state, promoting the
program. So far this month, we have attended 34 counties. We will be in seven more on
Monday. By the end of the month, we will have been in 55 counties in the last two
months, talking to editorial boards, newspaper reporters, doing morning TV shows, talk
radio. We've had a number of press conferences on college campuses not only
highlighting the PACT enrollment is open now, but also the number of students that are
currently attending that school, using the PACT program to show that this has been in
existence for 15 years,

Another marketing item that [ want to mention to you is an initiative that the Treasurer
and [ have met with President of Alabama State about, Dr. Joe Lee. Obviously, this
Board has a passion for encouraging people to save for future college expenses, Colleges
also have a vested interested in making sure the families are saving because they need to
have resources to be able to send children to those colleges. Colleges are also in the
business of marketing themselves to make it attractive for families to send their children
to that school.

So we have met with Dr. Lee, and we'll meet with other presidents as well to ask if
they will provide some incentives for families to save by PACT or by 529 and if the child
meets certain scholarship requirements such as a 24 on the ACT and 3.0 GPA and
chooses to attend this school, the school will give them a $500 book scholarship or some
other financial incentive of their choice.

It's not going to be anything that would cost the program or be a requirement on the
part of the Board, but would be something the colleges could use as an incentive to
encourage people to save and, once they've saved, attend that college. Dr. Lee was very
receptive to the idea and will meet with his advisory counsel and get back to us. But
hopetully, that's something that we can promote in the next couple weeks and months.

CHAIRMAN IVEY: Thank you very much. Attached are recent articles as
informational. Before we go to decision items, several other issues have come before us.
What if we focused on having staff gather information and having a working session of
the Board to review the large cap equity asset allocations, including the index percentage:
and secondly, teview investment return and other assumptions for the annual actuarial
review? )

MS. MOORE: I think Bud needs to have input, as well as the actuary. On the plans I
work with, with actuaries, they look to management to make all assumptions to go in the
report because they're an independent advisor. And so they have independent standards
just like public accountants. '




DR. MALONE: [ think our recent history will show that the two items that you
mentioned are items that seem to reoccur every time we meet. And so that probably is
the message that we need to have a work-through session where we finally come up with
some recommendations.

DR. McGEE: Kay, do you we know where 9% came from and the logic?
MS. EMFINGER: Oh, absolutely.

CHAIRMAN IVEY: All right. With your permission and guidance then, we will
definitely do that and try our best to schedule a work session at the earliest possible time
and in advance,of November 30. Is this acceptable?

MS. MOORE: Yes.

CHAIRMAN IVEY: Now, decision items, Item VI on the agenda, qualified fees,
pages 82 through 84. Brenda, do you need to speak to this?

MS. EMFINGER: Well, basically, the Board reviews the mandatory fees, which we
are now calling qualified fees, and provides approval of those fees. So what we did was
to provide a spreadsheet for you that gives you the fees at all the public colleges and
universities. And the only one that we call your attention to is a new fee, a fee that the
Board did not approve last year but has appeared this vear. And the one new one is with
the junior community colleges, and it's called a building fee.

The basic definition is that a mandatory or qualified fee is one that is required as a
condition of enrollment for every student that attends that particular university.

CHAIRMAN IVEY: But every student who goes to a junior or community college is
required to pay this new building fee?

MS. EMFINGER: Not every junior and community coliege charges it, but every child
that goes to that particular one where they do have it has to pay it.

CHAIRMAN IVEY: So you're asking -- the recommendation is to adopt the fees
presented?

MS. MOORE: I move it.
DR. McGEE: Second.
CHAIRMAN IVEY: Any discussion?

MR. JONES: We have a member of this Board that represents the junior
college/community college segment of higher education. It's a shame that we have to




make this decision without input from the side of higher education that's represented on
this Board but chooses not to attend these meetings.

MS. MOORE: It's in our charter, is it not, to pay mandatory fees?

MS. STORY: It's not actually in the law. It is in the law that we will pay mandatory
fees, but then the fees are defined by the Board.

MS. MOORE: I misunderstood. When I made the motion, [ assumed that we had to --
basically, it was in our charter.

MS. EMFINGER: We do not pay any course-specific fees. We don't pay student
activity fees, application fees, orientation fees. Every child that goes there has to pay
them, but they are excluded.

MS. MOORE: Well, I withdraw my motion.

CHAIRMAN IVEY: Motion withdrawn.

DR. McGEE: Second.

CHAIRMAN IVEY: So the question before us, we have a recommendation to approve
qualified fees. If we deny that or postpone the decision thereof pending information, any
fee not approved will not be paid.

DR. MALONE: I move that we postpone making a decision on the new building fee
for the two year systems indefinitely until additional information is received, and to
approve the other fees.

MR. SHERLING: Second.

CHAIRMAN IVEY: Mr. Sherling has seconded. Discussion.

DR. MALONE: This is a new fee. So if the motion passes, then we're obliged to alert
Dr. Johnson's office that this is a pending issue. And that doesn't mean that it can't be

added on at another time. My motion was indefinitely.

MS. STORY: Brenda, can you clarify on this spreadsheet that what we're talking
about is the building fee column? .

MS. EMFINGER: Right.

MS. STORY: We're showing that Alabama A&M, UAB, and South Alabama all have
a building fee that we have been paying in the past?

MS. EMFINGER: That's right.
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MS. STORY: So the motion on the table is to withhold paying the building fee for the
junior colleges, even though we have been paying a similar titled fee for the four year
colleges.

DR. MALONE: I want to hear some more discussion about that.

MR. HUFF: We're paying a building fee for some of the four year colleges.
MR. JONES: Is that because that's .the only ones that have ti1em;?

MS. EMFINGER: Right.

MR. SHERLING: Our concern is, if they keep adding and adding and adding, at some
time, we're going to run out of money.

MR. JONES: And when you get down to it, all they're adding is revenue to the bottom
line to pay for the expense. Whether they say it's a building fee or whatever, it's the cost
of tuition. It doesn't matter if they break it down into building fees or whatever.

DR. McGEE: That's a pretty healthy fee per student.

DR. MALONE: Another reason that it might be opportune to not table this but
postpone this is because I think there is enough ambiguity about what we're being asked
to do that we need to gather additional information to be able to make a better decision on
it.

CHAIRMAN IVEY: The motion before us is to postpone indefinitely the payment of
the building fee for junior colleges; and to approve the other proposed fees. There has
been a second. Any more discussion? What’s the pleasure of the Board? All in favor

say aye.
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All oi)posec‘{,‘say no.
MR. HUFF: No.

CHAIRMAN IVEY: All right. Motion carried. We will indefinitely postpone, and
we will gather additional information and certainly encourage Dr. Johnson to join us at
the next meeting. ‘

MR. JONES: Well, Madam Chairman, I'm concerned about Dr. Johnson's lack of
attendance to these meetings. I am disappointed in his lack of participation and the
building fee is just an example where his being involved would help make this process
casier and better for us. For the ones of us in the business world, especially for three of
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us or four of us that work for ourselves, we travel many miles to get here, many miles to
get home. We make special effort to be here.

DR. MALONE: I would say your point is very well taken, There's no opposition to
the spirit of it. I'd be happy to go talk with Chancellor Johnson, and 1if anybody else
would like to be a part of that.

CHAIRMAN IVEY: VLB, consideration of resolution for allocation of fixed income,
page 85. :

MR, JONES: Bud, question. Based on the thought we had with our core plus
ivesting in TIPS, do we actually need at this time to pass this resolution?

MR. PELLECCHIA: No. This resolution allows for a separate allocation of TIPS.
We just saw that one of the managers we interviewed has a significant allocation for

TIPS. If you went with that manager and overweighted them, I think you can do away
with this resolution.

CHAIRMAN IVEY: That's a great statement. Is there a response from the Board?

MS. MOORE: I move the item be pulled.

CHAIRMAN IVEY: So moved. The item is pulled. Item VI.C., resolution to amend
the investment policy. Investment committee went through this thoroughly. This is their
recommendation. Is there a motion?

MS. MOORE: T'll move it.

MR. SHERLING: Second.

CHAIRMAN IVEY: Second by Mr. Sherling. All in favor say ave.
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All opposed say nay. The motion carries.

CHAIRMAN IVEY: Page 107, Item VLD, this is resolution regarding domestic fixed
income core plus manager.

MS. MOORE: I move that we appoint Western.
MR. HUFF: Second.

CHAIRMAN IVEY: Motion made and seconded. Any discussion? As part of the
resolution, we need to clarify who the next preferred respondent would be,

MS. MOORE: I'll move that be Hartford
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MR. SHERLING: Second.

CHAIRMAN IVEY: Ms. Moore moves it; Mr. Sherling seconds. All in favor say aye.
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All opposed say nay.

Next order of business is Page 108, large cap growth equity rhanager. And what is
your pleasure to execute a contract with?

MS. MOORE: Intech and then Voyageur?

DR. MALONE: I move,

MR. SHERLING: I'll second that motion.,

CHAIRMAN IVEY: Mr. Sherling seconds. Is there any discussion? All in favor say
aye.

(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All opposed, nay. Motion carries. Now, on page 109, we're
going to look for a domestic fixed income core manager.

MR. HUFF: I move that be Sterne Agee.
MR. JONES: Second.

CHAIRMAN IVEY: Any discussion? All in favor say aye.
{Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: All opposed, nay. Motion carries.

Item VILG., page 111, éonsidération of resolution for domestic indexed equity
manager. -

MR. JONES: It was the recommendation from the investment committee to continue
with Rhumbline, and [ move that.

MR. HUFF: Second.

CHAIRMAN IVEY: Any discussion? All in favor say ave.
(Board members in favor of the motion so indicated.}

CHAIRMAN IVEY: Motion carries. Domestic equity index manager to continue to
be Rhumbline.
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Agenda Item VLH,, trust fund actuarial consultant to negotiate and execute a contract
with?

MR. HUFF: Move it be Actuarial Resources.
DR. McGEE: Second.
MS. EMFINGER: Second choice to fill in the second blank.

MR. JONES: I would hope that there's no question that Actuarial Resources will take
the contract.

DR. MALONE: [ agree that we not include a second choice at this time.

CHAIRMAN IVEY: Make the motion to say that the first choice will be Actuarial
Resources and we'll just delete the last paragraph of that resolution. Is there a second to
the motion?

MR. SHERLING: Second.

CHAIRMANIVEY: Any discussion? All in favor say aye.
(Board members in favor of the motion so indicated.)

CHAIRMAN IVEY: Actuarial Resources is our choice.

CHAIRMAN IVEY: Our next meeting is November 30, but we have an interim
meeting, a workshop type situation to evaluate the information we've described.

DR. MALONE: I move adjournment.

CHAIRMAN IVEY: You've heard the motion for adjournment of the PACT Board of
Directors, and we stand adjourned. . -

(The meeting adjourned at 3:29 p.m.)

o

Chairman, Kay Ive)/ v /




AGENDA ITEM VI. (A)

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Approval of 2005-2006 Qualified Fees

WHEREAS, the Legislature has created the Wallace-Folsom College Szivings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 {the “Act™); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, The PACT Program is established whereby purchasers enter into
PACT contracts for the future payment of tuition and mandatory fees at eligible
educational institutions as provided in Section 16-33C-6 (a) Code of Alabama, 1975, and,

WHEREAS, the Board has defined mandatory fees as Qualified Fees required as
a condition of enrollment for all students attending the Postsecondary Institution in which
the Designated Beneficiary is enrolled; now,

Therefore Be It Resolved, that the revised schedule of Qualified Fees, with the
exception of the “Special Building Fee” at the 2 year colleges, in substantially the form
presented to the Board and attached hereto, shall be, and hereby is, approved and adopted
by the Board on behalf of the PACT Program for the 2005-2006 academic year.




AGENDA ITEM V1. (C.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Adoption of Changes to the Investment Policy

WHEREAS, the Legislature has created the Wallace-Folsom College Sévings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act”); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the Board has the power to invest as it deems appropriate any funds
in the PACT Trust Fund in any instrument, obligation, security, or property that
constitutes legal investments for public funds in the state, including legal investments for
the State Treasurer and the Alabama Trust Fund; and,

WHEREAS, the Board has the power to establish other policies, procedures, and
criteria necessary to implement and administer the provisions of the law; and,

WHEREAS, the Board’s Investment Consultant, Callan Associates, has reviewed
and revised the 2004 Investment Policy to indicate recommended changes to the Board;
and,

WHEREAS, the Board has considered the recommended changes and an
Investment Manager Acknowledgment for receipt of Investment Guidelines drafted by
general counsel to the Treasurer;

NOW, THEREFORE, BE IT RESOLVED, that the revised Investment Policy
and Guidelines Statement dated August 2005, in substantially the form presented to the
Board be, and hereby is, approved and adopted on behalf of the PACT Program,;




AGENDA ITEM VI. (D)

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Selection of PACT Domestic Fixed Income Core Plus Manager

WHEREAS, the Legislature has created the Wallace-Folsom College Savings
Investment Plan (the “Plan™) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act™); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, W1th powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama, 1975 and,

WHEREAS, the State Treasurer widely disseminated the Request For Proposals
through the Treasury website and in compliance with Section 41-16-72 of the Code of
Alabama and;

WHEREAS, the Board of Trustees (“Board”) thereafter received 19 written
responses to the previously authorized Requests for Proposals for Domestic Fixed
Income Core Plus Investment Management Services; and

WHEREAS, the PACT investment consultant, Callan Associates, has evaluated
ail of the Proposals and the Investment Committee recommended two (2) respondents to
make oral presentations to the Board on August 24; 2003;

WHEREAS, Section 16-33C-5(7) authorizes the Board to contract for services of
qualified persons and entities and provides that all such contracts awarded by the Board
may be for periods not exceeding five years;

NOW, THEREFORE, BE IT RESOLVED, that based on the oral presentations
made to the Board from the firms recommended by the Investment Committee the Board
authorizes the Treasurer to negotiate and execute a contract with Western Asset
Management for Domestic Fixed Income Core Plus Investment Management Services for
PACT; and -

BE IT FURTHER RESOLVED that said contract be for a five year period
including a provision that the services may be terminated with a 30-day notice; and

BE IT FURTHER RESOLVED that if an Investment Management Agreement
cannot be successfully negotiated, that Treasury Staff is authorized to negotiate with the
next preferred respondent(s) recognized as Hartford.




AGENDA ITEM VL. (E.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Selection of PACT Domestic Large Cap Growth Equity Manager

WHEREAS, the Legislature has created the Wallace-Folsom College Sz;vings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act”); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama, 1973 and,

WHEREAS, the State Treasurer widely disseminated the Request For Proposals
through the Treasury website and in compliance with Section 41-16-72 of the Code of
Alabama; and,

WHEREAS, the Board of Trustees (“Board”) received 37 written responses {o
the previously authorized Requests for Proposals for Domestic Large Cap Growth Equity
Investment Management Services; and

WHEREAS, the PACT investment consultant, Callan Associates, has evaluated
ail of the Proposals and the Investment Committee recommended three (3) respondents to
make oral presentations to the Board on August 24; 2005; and

WHEREAS, Section 16-33C-5(7) authorizes the Board to contract for services of
qualified persons and entities and provides that all such contracts awarded by the Board
may be for periods not exceeding five years;

NOW, THEREFORE, BE I'T RESOLVED, that based on the oral presentations
made to the Board from the firms recommended by the Investment Comimittee the Board
authorizes the Treasurer to negotiate and execute a contract with InTech for Domestic
Large Cap Growth Equity [nvestment Management Services for PACT; and

BE IT FURTHER RESOLVED that said contract be for a five year period
including a provision that the services may be terminated with a 30-day notice; and

BE IT FURTHER RESOLVED that if an Investment Management Agreement
cannot be successfully negotiated, that Treasury Staff is authorized to negotiate with the
next preferred respondent(s) recognized as Voyager.




AGENDA ITEM VI. (F.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on Angust, 24, 2005

Topic: Selection of PACT Domestic Fixed Income Core Manager

WHEREAS, the Legislature has created the Wallace-Folsom College Savings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act™); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama, 1975 and,

WHEREAS, the State Treasurer widely disseminated the Request For Proposals
through the Treasury website and in compliance with Section 41-16-72 of the Code of
Alabama and did thereafter receive

WHEREAS, the Board of Trustees ("Board”) thereafter received forty (40)
written responses to the previously authorized Requests for Proposals for Domestic Fixed
Income Core Investment Management Services; and

WHEREAS, the PACT Consultant has evaluated all of the Proposals and the
Investment Committee did not recommend any respondents to make oral presentations to
the Board in consideration of the excellent past performance of the current manager,
Sterne Agee Asset Management Company; and,

WHEREAS, Section 16-33C-5(7) authorizes the Board to contract for services of
qualified persons and entities and provides that all such contracts awarded by the Board
may be for periods not exceeding five years;

NOW, THEREFORE, BE IT RESOLVED, that based on the recommendation
of the Investment Committee, the Board authorizes the Treasurer to negotiate and execute
a contract with Sterne Agee Asset Management Company for Domestic Fixed Income
Core Investment Management Services for PACT; and

BE IT FURTHER RESOLVED that said contract be for a five year period
including a provision that the services may be terminated with a 30-day notice; and

BE IT FURTHER RESOLVED that if an Investment Management Agreement
cannot be successfully negotiated, the matter shall be returned to the Investment
Committee for further action and recommendation.




AGENDA ITEM VI (G))

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Selection of PACT Domestic Equity Indexed Manager

WHEREAS, the Legislature has created the Wallace-Folsom College Sa;.fings
Investment Plan {the “Plan™) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act”); and,

WHEREAS, the Board of Trustees (“Board”} is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama, 1975 and,

WHEREAS, the State Treasurer widely disseminated the Request For Proposals
through the Treasury website and in compliance with Section 41-16-72 of the Code of
Alabama; and,

WHEREAS, the Board of Trustees (“Board”) thereafter received three (3) written
responses to the previously authorized Requests for Proposals for Domestic Equity
Indexed Investment Management Services; and

WHEREAS, the PACT Consultant has evaluated all of the Proposals and the
Investment Committee did not recommend any respondents to make oral presentations to
the Board in consideration of the past performance of the current manager, Rhumbline
Advisers; and,

WHEREAS, Section 16-33C-5(7) authorizes the Board to contract for services of
qualified persons and entities and-provides that all such contracts awarded by the Board
may be for periods not exceeding five years;

NOW, THEREFORE, BE IT RESOLVED, that based on the recommendation
of the Investment Committee the Board authorizes the Treasurer to negotiate and execute
a contract with Rhumbline Advisers for Domestic Equity Indexed Iavestment
Management Services for PACT; and,

-

BE IT FURTHER RESOLVED that said contract be for a five year period
including a provision that the services may be terminated with a 30-day notice; and

BE IT FURTHER RESOLVED, that if an Investment Management Agreement
cannot be successfully negotiated, the matter shall be returned to the Investment
Committee for further action and recommendation.




AGENDA ITEM VL (H.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on August, 24, 2005

Topic: Selection of PACT Trust Fund Actuarial Consultant

WHEREAS, the Legislature has created the Wallace-Folsom College Sa;fings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act™); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama, 1975 and,

WHEREAS, the State Treasurer widely disseminated the Request For Proposals
through the Treasury website and in compliance with Section 41-16-72 of the Code of
Alabama; and

WHEREAS, the Board of Trustees (“Board™) thereafter received four written
responses to the previously authorized Requests for Proposals for Trust Fund Actuarial
Consulting Services; and

WHEREAS, the Treasury Staff has evaluated the Proposals and requested three
respondents to make oral presentations to the Board on August 24; 2005; and

WHEREAS, Section 16-33C-5(7) authorizes the Board to contract for services of
qualified persons and entities and provides that all such contracts awarded by the Board
may be for periods not exceeding five years;

NOW, THEREFORE, BE IT RESOLVED, that based on the oral presentations
made to the Board from the firms recommended by Treasury Staff the Board authorizes
the Treasurer to negotiate and execute a contract with Actuarial Resources for Trust Fund
Actuarial Consuiting Services for PACT; and

BE IT FURTHER RESOLVED that said contract- be for a five year period
including a provision that the services may be terminated with a 30-day notice; and
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THE CHAIRMAN: We'll call the meeting for the Board of Directors for the PACT Program to order, and we'll ask

the secretary, Ms. Emfinger, to calf the roll.
(A roii call was conducted.)

MS. EMFINGER: A quorum is present.

THE CHAIRMAN: Thank you. W¢ have a resolution honoring Willie Huff, whose term expires December the
Sth. And it's our custom to award a resolution to members who have been diligent in their service, and Wiltie HufTis
certainly one of those. Please provide any comments or changes to the resolution, or move for adoption.

DR. MCGEE: Move adoption.
DR, MALONE: Second.

THE CHAIRMAN: Allin favor say aye.

{Board members in favor of the motion so indicated.}




THE CHAIRMAN: We notified the Governor's Office as the appointing authority in September that the term was
expiring, and [ don't have any information about who they wilt appoint. Next itern is approval of the minstes of the
August 24th meeting as circulated. Your pleasure? Motion to approve?

MR. SHERLING: So move.
MR. JONES: Second,

THE CHAIRMAN:  All in favor say aye.
(Board members in favor of the motion so indicated.)

THE CHAIRMAN: All opposed say nay.
{No response)

THE CHAIRMAN: Motion carried. Minutes are approved. Quarterly reports. Let's start with Ms. Emfinger, page
20 and 21,

MS. EMFINGER: To date, we have received 1,150 applications for 2003. We are currently working with Jackson
Thornton on the 2003 financial andit, and the yearly actuarial valuation being prepared by Bab Crompton. | have a
printout of all the colleges that we've paid during the calendar year of 2003 and it is almost 560 in number. We have
paid out over 340 million inctuding over $12 miHion to Auburn and over 39 mitlion to Alabama. So if anyone is
imterested, | will provide a copy of this listing.

{Dr. Johnson and Dr. Malone indicated intergst)

MS. EMFINGER: I've also provided some financial information, administrative information. [Fyou have any
questions, 'l be happy to answer them,

DR. McGEE: You continue to have sufficient fees to cover you administrative costs?

MS. EMFINGER: Basically, the fees are sutficient; however, if they are naot, we suppiement with Trust Fund
eamings. Payments 1o the investment managers and the custodian are paid from Trust Fund carnings.

THE CHAIRMAN: All right. Welcome, Bud Pellecchia, We look forward to your report as weil.

MR. PELLECCHIA: This is the Callan report dated September 30th. I will walk you through what occurred
during the quarter ending September 30th and give you an idea of how the markets performed and then et into
individual fund performance and individua? managers.

On page 2, you see some mixed numbers. Despite rising interest rates, {wo major hurricanes, and rising commaodity
prices, the markets were relatively sirong during the quarter, The S&P 500 domestic stocks were up over 3 pereent,
3.60. Non-U.S. stocks had a very strong quarner, up over 10 percent. The negative area is the domestic fixed ncome,
which was down 67 basis points, mainly as a resuit of rising interest rates, resulting from concern over rising inflation.

On page 3, just looking at domestic equity, the U.S. economy continued to send mixed messages. There wers rising
interest tates and consumer cenfidence fell pretty sharply during the quarter. However, the U.S. Stock Market had its
best quarterty return of this calendar year. As i mentioned, the S&P was up 3.6%. Mid cap and smaller cap stocks, as
reflected in this little box in the middle, were better performers than large cap stocks, The S&P 400 was up 4.88%.
The S&P 600 was up ever 5 percent.

On a growth-versus-vaiue basis, growth for the second quarter in a row outperformed value modestly, both in {arge
cap and small cap. Not surprisingly, investors who held energy, naturai resources, and utility stocks did well, In terms
of sectors, eight of the ten sectors posted positive returns; with energy, utifity, and technology leading the way. And
the two areas, selecons and the consumer discretionary, were the two that were underperformers,

For the full year, at the bottom of the page, ending September 30th, we had bookend performance; the fourth
quarter of '04 and the third quarter of'03 were the best performers. And that led to some prefty strong numbers for the




four quarters ended September 30th. You see numbers there in mid double digits, well above 20 percent in the smali
cap areas. Small cap value was the best performing over these four quarters.

On page 4 is & fook at the domestic fixed income. As [ mentioned before, the Lehman Aggregate [ndex did fall 67
basis points dug 1o rising interest rates as a result of inflation concerns. The Fed did increasc the short-term rates by
25 basis poiats two imes during the quarter, finishing the quarter at 3.75 percent. They have since raised it another 25
basis points. So now the Fed rate is at 4 percent. That represents exacily 300 basis point total over the last 18 months.
The bond market followed the Fed's lead, and tong-term rates increased almost uniformly across the yield curve. So
you see there, performance was all pretty much negative except for the very shortest maturities, defensive area and
cash. And also, the high yield market, which is not as sensitive to the interest rate moves, had a positive quarter, up
over 1.3 percent.

Combination of low supply and strong fundamentals helped the corporate secter. Corporate bonds of equaf duration
to treasuries outperformed by about 26 basis points. So you'l] see later that our fixed income managers who had an
ovenweight to ¢redit cutperformed, Lower-rated BBB bonds also heiped performance over the quarter. For the full
year Lehman Aggregate [ndex was up a relatively smali 2,08 percent, but that was in the face of rising interest rates.
So the active managers, the median manager in the core bond space was ahead of that, coming in at 3.22 percent. So
active managers did pay off. Those that had extended marurities actually did better just because there were moments
when rates were rising and rates were falling. And those managers that took advantage of when rates were falling
outperformed. The high yield market continued to do very well, up over six and a half perceat for the full year ending
September 30th.

On page 35, the international equity markets, as measured by EAFE, was up over 10.3 percent. Simiiar story,
commodity and energy prices boosted a lot of the non-U.S. stocks. [¢ was also propelled by Japan. Japan had one of
its best performing quarters, up over 20 percent for the third quarter.

Small cap continued io0 outperform large cap, and also emerging markets continued fo outperform developed
markets, You see in the red box there, emerging markets had another stranger quarter, up over 18 percent, angd for the
full year is very strong, up 47 percent for emerging markets. The dollar continued to climb versus foreign currencies,
so that was a wind in the face of U.S, investors. So folks like you actually were hurt by a rising dollar, but it was
modest at about 1.1 percent. Se you would have had a better return in non-U.S. stacks if it weren't for the rising
dollar.

IF you skip now to page 9, which is the next section to look at a snapshot of asset aflocation, T just want to remind
everyone that target asset allocation that's reflected here is the old target asset allocation. We are in the midst of
rebalancing the portfolio 1o the new targets, which will be 42 percent large cap equity; 9 percent small cap, staying the
same; and increase in international equity to 21 percent and a decrease in domestic fixed income to 28 percent. So the
next report witl reflect the new target asset allocation, and the actual should be pretty close to that as we rebalance. As
of the end of the quarter, you did have a slight overweight to domestic equity, 1 percent overweight to large and |
percent overweight to small cap. And that was at the expense of fixed income.

[f you tumn to the next page, page 19, this is a breakdown of the performance for the quarter. The actual retum at
the boltom of the page was 3.13 percent. The target return, being that had you been 100 percent invested in index
funds at the target weight, would have produced a higher retumn of 3.59 percent. The active managers detracted value
of 50 basis points for the quarter. And you can see that mainly came from large cap equity -- really, one manager,
Beur Steams -- and international equity detracting 28 basis points. The asset allocation effect is the deviation from
your target weight in the asset ¢lasses. That was a slight positive of five basis paints.

If you'll flip to page 13, you can see how your fund has ranked against other public funds in our database at Cailan.
The numbers aren't that great; however, on an absolute-basis, they are stronger over the last three years, You have
achieved over 12 and a half percent annuatized return; however, that has ranked below the median, in the 74th
percentile for that time, And we know that it has been the specific managers that have underpesformed, some of them
new managers, but also some of the managers that we've already terminated.

The four and a half year number is also a poor number. Now, that is a reflection of two things. One, it is managers
that have underperformed, but also that included the bear market where you had an overweight to equity versus a lot of




your peers in this group. So that attributed to some of the underperformance, but your managers also had
underperformance as weil. :

Go on to the next page. It's the same analysis; but [ want to point you to the fong-term number, that 14 and three-
quarter years from the inception of the PACT Fund, you have achieved your actuarial hurdle rate of 9 percent. You're
at 9.39% for that full time period since incepiion; however, you do trail the target benchmark.

On page 15 is the assets. I just wanted 1o point out that now we have a three-pius percent return on 655 million.
That is a significant increase in assets. Investment return gained over $20.5 mitlion for just the one quarter, so a very
strong quarter on an absolute basis.

Page 25, getting into the individual managers. Peregrine is the large cap growth manager whe is being terminated;
and they actually did have a good quarter an their way out the door, up over § percent in the 38th percentile against
other large cap growth managers. And you't! see that they've underperformed over the last two years; howevér, their
longer term numbers are slightly above median and ahead of the benchmark.

Flipping ahead to page 30 is performance of Rhumbline, which is your large cap index manager. They have
performed as you would expect large cap index fund to perform in that they are trying to track this benchmark, which
is the Russell Top 200. And they have tracked it very well, some periods slightly behind, some periods slightly ahead.

Overall, the full six and a quarier year periad has been ahead of benchmark but stilt in negative territory. This
benchmark is the largest 200 stocks in the U.S. universe. And against active managers in our farge cap core style
graup, Rhumbline has significantly underperformed; but Rhumbline is doing what we asked themn to do, and that's to
mémic the benchmark. They are moviag to the S&P 500, which is a broader benchmark that includes some smalter
stocks, but still the top 300 as opposed to the top 200.

On page 33 is the performance of Bear Stearns. We went over this at the ast meeting. But for the full board, they
did underperform once again, They were in positive territory at 1.05% but lagged the benchmark, 1t's going to sound
very similar to the Van Kampen story, They've had a cantinuous underwetght to energy over presty much the last
year and also to utilities, which has been the real driver of their underperformance. However, they're going to be here
teday to talk about what their strategy is,

As [ mentioned before, | had met with diem about & month or so ago. And they are very convianced that their
portfolio is positioned to do very well in the future. | know that they've had a very good last two months, They're
abiead of the benchmark by almost 300 basis points.

We satd at the last meeting that if they did not beat their benchmark by 500 basis points by March 30th, that we
would terminate them; but in the meantime, we'll start the search process. They are aware of that, just so you'l] know
when they present today. So | think, the last two months shows some improvement; but they know they have more to
make up. The full period since inception, they're up slightly fess than 8 percent but the benchmwark was up over 14 and
a hall percent. Every quarier, they have underperformed through September,

Page 36, we do have some good news. Earmest Partriers, your small cap value manager, continues to do well.
Unlike Bear Siearns, that bottom feft-hand chart is positive every quarter. The same holds for the quarter ending
September 30th. They were up over 6.46% and way ahead of the benchmark, in the 26th percentile, and since
inception at the top of the chans for small cap value managers. So very good performance from Eamest.

On page 39 is Turner, which is your relatively new small cap growth manager. They also had 2 good quarter, up at
7 percent, ahead of the benchmark, ranking in the 36th percentije. And since inception, they're up over 11 and a half’
percent and slightly ahead of median and zhead of the benchmark.

On page 43 is the performance of New Star which is your sele international equity manager. They were in positive
territory, up over § percent; however, they did lag the benchmark by almost 200 basis points. They ranked in the 89th
percentile, They did have an underweight to Japan and also to energy stocks, which lead to the main
underperformance. For the full period they've been invested, which is only six months, they're slightly below the
benchmark and in the 83rd percentile.




[ think performance here for New Star is somewhat disappointing, but it is only six months in performance. And
when the benchmark is up over 10 percent and they had a position where they just felt, like a lot of managers, that
cnergy and Japan still -- for two different reasons -- were not attractive. Energy had played out, so they had been
underweight in that for the last six months. And they felt that Japan was still not an arca to be in, although it is
improving there.

Finally, the next section is domestic fixed income. Page 45 is AmSouth, which is no longer a manager for you; but
through September 30th, they had a relatively good quarter. They were down 54 basis poiats but ahead of the
benchmark with their shorter duration and overweight to corporates, which helped this quarter. However, the last
three years were a struggle for AmSouth. They were up 3.54% over a three-year period but lagged the benchmark and
ranked in the 88th percentile. Their long-term nubers were good but, really, as a result of restructuring the fixed
incame portfolio, they are out. And Western, the new fixed income manager is now managing money.

On page 51 is the performance of Sterne Agee, which had a poor relative quarter, below the benchmark by 30 basis
points, at negative 97 basis points. They had a relativety significant underweight 1o credit which hurt during the
guarter. [ast year, they also underperformed by close to 50 basis points. However, aver the last two years and every
other period has been strong, ranking over a three-year period in the 20th percesntile.

With Sterne, 1 think that this is really justa blip an their performance track record. [ know that the portfolio
manager did have some issues going on outside of work, but I think it's more ofa function of the fact that he had a
position where he was underweight credit for this Jast quarter; and he also was closer 1o the duration benchmark,
which hurt performance during this time period as well. They have lost some of the assets as we structured fixed
incorne, They went from approximately 90 million down to 65 or so.

That concludes my report and I'll be happy to answer any questions.
DR. MALONE: Can you summarize?

MR. PELLECCHIA: Well, I think during this past guarter, we had two underperformers; and that was Bear Stearns
and New Star. New Star was still up over eight and 2 half percent. So on an absolute basis, it was very strong.
Having international stocks is very helpful for the porifolio. They lagged the beachmark by 150 or so basis points. So
on a relative basis, it didn't look that good.

Everything is the same with Bear Stearns as when we hired them, except that they have hit this patch of
underperformance, unfortunately, almost since the time we invested with them. Their long-term numbers before we
invested, as you recall, when hired, they were very strong. They feel like the market is wming away from some of
those stocks that have been rewarded for not having strong earnings. Aad they're looking for those that have very
strong camings and have probably ratcheted up their capitalization as wefl.

Stemne Agee's relative performance at 30 basis points behind is not so bad. [ think right now we have a well-
positioned portfolio in that we have two small cap managers whe are doing well, We have a new large cap growth
manager that has had superior performance before we got invested. Hopetully, they will continue. Bear Steamns is
struggling, and they know what their goal is for us. And if they don's meet it, we're going to replace them,

New Star is a brand new manager, six months in. All indications are that it was just a positioning of being
underweight in Japan and that they're still a strong manager. And we've repositioned fixed income to add a core-plus
portfolio with Western., Se [ think we're doing all the right things as far as positioning this portfolio to move forward.
Unfortunately, the past has not been that good on a relative basis. On an absofute basis, it's been pretty good,

.

MR. BUFFKIN: Where is Bear Stearns from October and November? What is their return loaking like?

MR. PELLECCHIA: They're about 280 or 290 basis points ahead of the Russell 1009 value through November
25th. So I think the benchmark was up about 3 percent, and they're up about 580.

THE CHAIRMAN: Thank vou very much, Bud.




Pages 22 through 28, information from the working session that was very informative with good discussion. And
the recommendation was that the Treasurer meet with Councit of Presidents. Dr. McGee. Dr. Matone and Dr. Jehason
helped me do that. And we had a very good but brief meeting. And you see the summary of the points that | made.

At this point, | believe we've only had twe institutions to respond, Everybody at the table that day was positive in their
acceptance of the idea.

DR, McGEE: We'll follow up, thank them for their commitment, and encourage a response,

THE CHAIRMAN: We asked them to encourage passage of our 529 [egisiation, We will follow up with the
Council of Presidents 2nd their lobbyist to pass the bill.

DR. MALONE: The finance committee of The Alabama Commission on Higher Education passed a resolution in
suppor of the tax provision as well as in support of the PACT Program. And that was an addendum accompdnying a
resolution that went to the Governor on a unified budget in the finance budget.

THE CHAIRMAN: Thank you. Very helptul. Additionally, #'m providing to the Board, on pages 23 and 24,
information on the PACT and the 529 Programs, hoping that this information might be helpful in your deliberations
and in your conversations about both PACT and ACES. Any questions about this initjative?

DR, JOHNSON: Of course, it's a very sensitive area with presidents and boards of frustees, but could we consider
adopting a resolution urging all institutions to hold tuition increases to the bare minimum for the next year?

MR, JONES: | agree, 1t at least will show them our concerty, if nothing else.
DR. McGEE: Can you sce anything yet in revenues for the State for the fiscal year?

DR, JOHNSON: Well, they're going to be a record high. They can expect the best year ever in the history of this
state in terms of new doliars appropriated for higher education.--

DR. McGEE: I think a resolution would be appropriate,

DR.MALONE: I'd like to have us seize that opporimity. And [ thisk, Dr. Johnson, that would be a great idea. |
think that wili be appropriate for us to do, particularly in Hght of the new revenues, And tag it back into the tuition
assumption that we have to make with the PACT pricing.

THE CHAIRMAN: Suggestion well made. Staff can draft and circulate it by email to the Board.

MR. SHERLING: So move.

DR. JOHNSON: Second. Id like to see it read something to the extent, Revenues flowing into the trust fund this
¥ear are at a record high, that we've seen tuition increases outstrip the cost of inflation in recent years, and that we
would urge sl boards of trustees and presidents to bold tuition increases to a minimum. We're not asking them not to

increase them; but, in effect, we're asking them to do the very minimam they ¢an do in terms of increasing tuition for
students.

THE CHAIRMAN: Motion made and seconded. All in favor, say aye.
{Board members in favor of the motion so indicated.)

THE CHAIRMAN: Motion carries, L

THE CHAIRMAN: The resolution could include the amount of moneys going in institutions in Alabama as a resuit
of the PACT Program,




DR. MALONE: That was the great point you made at the Councit of Presidents meeting, | thought, was to impress
upon them aot only are we in this together, but at the same time, y'all are going to benefit if this program is even more
successiul,

THE CHAIRMARN. Moving on 1o Agenda Item [1]-C, Report of the PACT Marketing Plan for '03, Deputy
Treasurer Anthony Leigh will give this report.

MR. LEIGH: Page 29 is just simply a recap of our marketing efforts for 2005, We'll be in the process of puiting
together a plan for 2006 that we'll present to you in the spring.  Also included is a sampling of press clips from the
Treasurer promoting the coilege savings programs around the state. [f there are any questions, I'lf be happy to address
them.

THE CHAIRMAN: Along those lines about the articles, ['ll call your attention {o the excellent performance of
Deputy Treasurer Anthony Leigh and his associate, Jana Ingles. They do an excetient job in media relations dnd
articies per locale in the area, and their efforts have made all this publicity possible. And it's free press, so iU's no cost
1o the program except for the wear and tear.

Next, we'll have the presentation by Bear Stearns., Mr. Jeffrey Simon and Mr. David Silk are here. Gentiemen,
welcome 1o the 1able. We look fbrward to your presentation.

MR. SILK: Thank you and good moming, everybody. My name is Dave Silk, and I'mt a managing director with
Bear Stearns Asset Management. And [ look afler the client service end of the portfoiio.

This is Jeff Simon. Jeff is a senior managing director at Bear Stearns Asset Management. Jeff is the Co-CI0 of the
large cap value strategy. Jeff sits on the operating and executive commitiees at Bear Stearns Asset Management and is
really the guy who's in charge of not only your partfolio, but building the process and philosophy and really the
architect of the large cap value style at Bear Stearns. So Jeffis directly invelved with your portfotio.

And what we'd tike to do here today is first discuss performance - where we've been, what's gone right, what's gone
wroag, and where and how we're pasitioned to ousperform on going forward, There are no changes in team, no change
in personnel, no changes in process or phitesophy. Se I think that that shozid be comforting to the Board to know that
everything is intact at Bear Stearns Asset Management.

Befare I tumm it aver to Jeff to talk abaut portfolic positioning, I'd like to talk about performance. And we've
handed out a couple of different pieces of information, the first of which is a single page of paper as of Novermber
I5th. You can see that we've had a strong period of outperformance quarter to date, and we've able 1o fessen the gap
year 1o date versus the Russell 1000 Value Index. As of 11/28, our numbers are even stroniger with our guarter to date
number 4.59 versus the Russell 1000 Value Index at 1,35, So we are about three and a quarter percent above the index
quarter io daie through 11/28. So that's good news. Year to date, as of § 1/23, we're at 3.05 percent versus the Russell
{009 Value Index, which is ar 7.12. So we're still shy about 2 percent, but the gap is closing. And lastly, since
inception from July 26th, we are at about 16.26 percent versus the Russell 1000 Value at 21.5. So since inception,
we're just over 3 percent down.

Now, we're not happy with the underperformance, and we are not complacent. That said, we are very confident
about where we are and why we'll outperform going forward. And we have a large cap value portfolio positioning
book that we handed out that I think Jeff is going to talk to a few pages in there and 1alk about how we are positioned;
and as | said, what has gone right and what's gone wrong and where we are headed. Before we do tha, are there any
questions o the performance?

Tl tum it over Jeff to talk about the portfolio. The reasen [ handed out the thicker of the two books was quite
simply that what we want to leave you with after we talk about where we are currenily is just the reason why you hired
us is our adherence to a style and to a philosophy in process. And that's what is in that client service book that [
handed out. So if there is time left over, we'll take you through that; but in the meantime, 1 think it's well worth
turning it over to Jeff.




MR.SIMON: Let's start off with the booklet that says Alabama Prepaid Affordable College Tuition Program and
turst to tab two. The bias that we have as investors, we really wanted to look out over a long-term peried of time.
When we say long-term period of time, we're looking at business models that we're investing in over one, three, and
five-year periods.  Why that's important, on page 4, we invest in companies that sell at prices below our estimation of
intrinsic value. What we'te looking for is if we can buy a dollar for 75 cents, there's a margin of safety in there in that
that doltar can grow over time for say 10 to 12 percent a year, we think a very powerful combination, If you were to
go back over the last five years since 2000 to 2005, the market has had a negative rate of return still. Even though we
kind of got up, down, sideways, we haven't had the range of 6 to 10 percent.

What's important to recognize with this process is that we will balance risk and reward. A ‘ot of times when we see
risk in the marketplace, it's an uncomfonable zone for many investors because they don't see the risks on out there; but
our job is to go ahead and do that. And if it means that we have to give up a little bit in the short time to protect our
client's capital to get the above-iverage retums over a long period of time, that's the only thing that we shoutd be doing
as an investor. That's our philosophy. That's our process. That's the bias that we have as an investor, '

Now, we are going to invest in companies that can increase its intrinsic value over time, and time {s the key., Time
is the ally for a good business model, and it's the enemy of a poor one. Time is the ally of 2 good investment
processing philosophy, and it's the enemy of a poor one, And so, therefore, the bias that we have that we're going to
invest in is business models, Wa-don't look at them as stocks. We're going to be a sharchoider in a busiaess where
we, as a steward of capital, want 1o make sure that we are aligning our clients' needs and that the business models and
the management teams around thase businesses are allocating eapital back 1o the shareholders in a framewaork that we
think gives us above-average return and below-average risk.

So, therefore, the bias that we have is towards strong business models, companies that have sustainability to higher
retumns and can generate high levels of free cash flow. With that, there are going to be some business models that we
won'l invest in because, one, every four years, they may eam some money. They may be able to pay a dividend, They
aay be able to buy in some stock for the next three or four years because of structural impairment that they had, gither
i1 the industry that they're in or the business. They can't do it a sustainable period of fime. And we don't want to get
caught into what we consider as value traps.

Page 5 is just the four-step investment process that we have. We arc a large cap value manager. We start off in the
universe of about 2,000 companies and distill it down to 300 to 460, based on capitalization and valuation screens,
And the second one is how we differentiate ourselves, which {s making adjustments to retiect the real business
economics. Wall Street, as well as many investors, tend to take as gospel what they see are the facts. And it's not.
What we have to do is really scrub it down to make sure that we're getting ihe highest quality businesses, the highest
quality earnings in cash flow, the highest quality management teams, and buy them at a discoust when it's presented to
us. So, therefore, we're only going to make an overweight investment decision into certain areas or we're going to
invest in certain areas when it's lined up the risk in return for us. When it's not, we're not going to.

And sometimes that's the hardest thing. You have money in your pocket and you want to spend . That's not the
way lo go ahead and be successful over the long term. The way to be successful in the long term is to identity great
businesses and buy them when they've been priced appropriately. You want to make sure you have business models
that are going to work for you year in and year out. And sometimes when investors don't have that conventional
wisdom to see the opportunity its created, that's when we can make the overweight investiment decision. And that's
what we've seen as we've gone through this investmen process.

Nothing else has changed at all for us as we've gone through it. The most important thing that has happened as
we've gone through it is that we've able to have the highest quality portfolio. This is the highest quality portfolio that
I've seen in three decades, the ability to be able to buy these companies at below-average prices.

Now the question becomes, if the process leads you there but nobody sees it, what do you do? Well, investing has
a behavioral Enance aspect to it. There's a fear factor. Ifnobody else sees it, whey would [ want to invest in it? That's
our mission. We don't want 1o be in the line where everybedy is. We want to be able to get to the checkout first and
get out, go ahead, and move on. So with that, let me turn to the current positioning of the portfolio.




Pages | and 2 1alk about performance over a long time frame. Many of our clients that have been with us for the
decade have seen periods where when we think risk is too high, we're going to shy away from the risk, And that may
hurt us in the short term, but they've seen the rewards over time for that phitosephy. So it's very understandable to
them as to what we've done here aver the last [2 months. Te newer vintage clients that haven't gotten through i, it's
important 1o let you know that we have seen this before. This is now the third time in the last [ years of the product
where we have made a decision which is very different than what everybody else sees in a |2-month period. And vet,
when you look over the next one, two, and three years and you kind of stasd back and look at it, you couldn't tell that
you went through that 12-month period of challenge, and all you see the reward.

It's important to tell you now up front that we think the peried that we are in and the period that's ia front of us is
going to be most tikely a period of excess retum 1o the portfolio. We actually believe that we're going to have above-
average performance. And when we come back a year from now and two vears from now to discuss that, I'm going to
remind the Board again when we've had this exceptioral return, don't go ahead and extrapolate that, that we're going to
get back to normal, too. :

Let me twn to page 3 that will highfight that comment that 1 just made. And this is as of September 30th. So
remember, you dos'l have the recent improvement that has taken place during the fourth quarter. And I think it even
makes it more relevant.  What we did is we went back 15 years. And the question is, how can we once again get out
and tell our clients that we've been here before? The challenges are always different, and the cutcome is always the
same. So we were able to break down what we consider to be periods one, two, and three,

Period one is the period of around 1998 to 2000, which many of you remember was the internet revolution. And
companies were being valued based on eyeballs, not customers or earnings or cash flow or anything like that. And
companies and investors were very comfortable paying a hundred times earnings for it.

And the question that we were getting back in March of 2000 was, don't you get it? There is a new econemy and
an old economy, and you don't own any of these new economy companies. You don't own Microsoft, Johnson &
lohmson, Proctor & Gamble, General Electric, Dell Computer. And the list went on exhaustively, And we said, we're
not opposed to the great business models, but we're not going to pay the prices that these investors are willing to pay.
Angd we suffered, and we underperformed by a thousand basis points over a | 2-month period -- that's period one --
right up to March 101h of 2000,

And then the world started to recognize what seemed to be in hindsight pretty silly, but at the time seemed to be
conventional wisdom. And within the next 12 months, we cutperformed by 3800 basis points, 38 percent versus the
marketplace. And we continued to pile on the points over the nex: three years to where we were in Jamuary of 2004,
which energy had gone from 18 to $22 up to that 542,

Many of the energy companies that we bought in 2002 that were significantly undervaiued appeared to us to be
fairly valued, not overvalued. So we started to sell our energy position. We didn't go to zero, but we started
urderweight. And we found other exceptional investment opportunities. And the world disagreed. And the price of
oil went from 42 1o 52 to 62 to right into September of this year to $70. And | kept the repoet written by 2 major Wall
Street firm that the low price for the next decade will be a hendred and we'll average $200 of 0il. He could be right.
We could be wrong, Maybe we are going to average $200; bus if we do, | thini it's going to impact the consumer.
And it's going to impact everything that we do collectivety,

Wall Sweet disagrees with that, by the way, that the price can go to 200 and everyone is going to do fine. Like 1
said, we could be wrong; but we dor't see it that way. But more important, what was being priced in the marketplace?
There was a group of business models that were being priced for failure, and we're going ‘o highlight those for you in a
second.

.

So in this period three, we had underperformed by that 900 basis points over that 12-month period. And now we've
picked up about 340, as of this morning, in eight weeks. And for us, if you go back i@ period one, you haven't even
gotten back to the zero linc, If you can kind of think of this behavioral finance bottom here where it dramatically
drops off and then you just start peried one moving back up, we haven't even gotten back 1o the zero line, which is just
slarting to get to fair value, not even getting a revaluation. That's what we believe is in front of us.




Page 4, there's a coupie things on this page, and then we're going 10 go right inte your portfolio so you can see
where we positioned it. This reatly stands out. Mr. Greenspan is going to be leaving the Federal Reserve, retiring in
fanuary, Dr. Bernanke will be taking over. But we look at that position as the referce of the capital market, And back
in '98 through 2000, Mr. Greenspan was saying we're in a period of irrational exuberance and investors had taking
inherently more risks and not being compensated for it. Thisis a way to say it. And the world disagreed with him.
We saw it from the bottom on up, and the world disagreed with us for a short period of time, for (2 months, then
changed preity dramatically.

Now we dial forward to this period of underperformance that we've had, And in July of this year up in Wyoming,
Mr. Greenspan said that we're in a period now where investors have a lower compensation for risk, the lowest level
he's seen in five decades. Investors don't seem to want to embrace once again that the referee is saying there is a foul
being committed here and you need to pay attention to that. At some point in time, the markets will go ahead and
came back to ratjonality. And when they do, there will be a penalty to be paid for having taken risks and there will be
an award for having taken quatity. :

On the quality spectrum, turning to page 5 -- this is your portfolio and the way you're positioned -- we're
overweight where we consider a high quality. And we put ina category of mega cap companies. What that means is
that if you were to take a look at us versus our peer group -- and we've heard this from many pecple that observe us --
we certainly are different than mest investors out there in how we're positioned, not only the names that we own, but in
the largeness of the companies. And we think thar's a great asset and opportunity for investors right now.

The reason why it's being created is probably threefold. One is the price of oil went up to 570, se there's a belief
that large companies can't adjust to that in a short period of time, We've had, unfortunately, some miscues by
cotporate managements, whether it's Adelphia or Tyco or Enron or WorldComt, where investors still remember the
evils that corporate management have dene in large companies. And Sarbanes-Oxley, which really puts fair disclosure
in front of all of us, and investors kaving a problem with what they call a complexaty trap that a business that has
several divisions is much harder to understand; a business that is global seale is much harder te understand.

The curiosity factor is for us, when we take a look at it through a methodology, which is really getting into the
business dynamics, for the first time in 25 years that the argest companies, the highest quality companies if you think
ofthem as AAA rated bonds, they are selling at a premium to the marketplace in valuation. What that means is the
market doesn't believe that these great companies will remain great. As s matier of fact, the market believes that the
next ten years will be this degradation curve where they will just do everything they could possibly do wrong, We
disagres with that categorically.

Therefore, we're underweight energy. We're underweight utilities. And ir's based on valuation levels, the ability 1o
generate free cash flow or a durabitity not 1o generate high fevels of free cash flow and the long-term history of these
companies not to have major share or purchases weighted to it.

Let's tum to where the mispricings are. On page 6, when we take a look at the extremist pricing {n the marketplace,
we've gone back over 20 years. It's looking at what we consider the relative PE or iis valuation levels. Hew do yor
compare one company versus another company? This is the largest 25 companies in the S&P 500, And what you
have here is right now the market saying that we distrust these companies for whatever reason and we're going to value
them at the lowest values that we've seen in two decades.

What's interesting is i you went back to 1999, 2000, the high point here, the high water mark, all the companies
today that are being distrusted were all the compasies that were being trusted. Now, back in 1999, 2000, these
companies were seliing at 50 to 100 times earnings, and today they're selling at 12 to 14 times eamings. So they're
seiling at 75 percent discounts to where they were, and the eamings have doubled during that periad, and the cash
flows have doubled, and the returns on invested capital-have moved up,

So where is the distrust? 1f you actuaily look at it and take 4 look undermeath the hood, you would say this is high
quality. The market is saying we're not even going to raise the hood; we're not locking underneath that because
everybody says it's not; that's what we believe. We said, that's a good starting point, Let's really challenge ourselves.
Remenber, we're looking at companies from bottom up,




Page 7. With the help of the -- and this is one of the things that we always talk about. We have to be intellectuatly
honest. We do about 85 percent of our own research internally, but we have to be cognizant. There are some very
bright people out there that do independent research, and we want to take advantage of that.

Mike Goldstein was at Sanford Bemstein, who is the strategist there. And he has & very comprehensive database,
So we had him in and we asked the question, Mike, if we went to the end of World War Il and we took a look at al
these companies in the same framework, how extreme is the mispricing that we're seeing as we go through company
by company? Could you take a look at that for us? He put together & recipe of about 100 ingredients that look into it
to look at it in a different way, and this is what came out of it. To the far right-hand side, you'll see a floating dot,
And what that says is that the universe of the highest quality companies is selling at the lowest valuation since the end
of World War I[. The last two times that you had an opportunity to buy this type of quality spectrum was back in 1998
when Russia was considering to default and long-term capital almost took the financial system down and Mr.
Greenspan had to start cutting rates rapidly to save all the banks. And back in 1969, 1970 was very different: supply
and demand with an oil embargo. You couldn't get petroleum preducts. Now you can get all you want; the price is
Just very high for it

What is curious is when you look at this valuation, the group that we're talking about that is mispriced today at a
30-year low, if you went back five years ago, it was at a 50-year high, That is what has happened here in the fast five
years. The market has gone sideways. The returns have basically been negative, but it's been the two largest
momenium markets in 50 years. People pile onto one thing; they drive themselves out. They pile into something else;
they drive themselves out. That's unusual. That usually deesn't take place in a short peried of time; but when it does,
#'s an exceptional opportunity to generate excess retura as long as you're willing to say, I'm not going o take the risk
uniess ¥'m absolutely getting compensated for it. And when 1 do, I'm going to go ahead and have an ovenweight

invesiment decision, and there's going to be a iot of excess retum generated which is --

Page 8. The concern was and the hops was that we could at Jeast pick up 500 basis points from that September
period. Se we've picked up about 70 percent of that first installment paymeat, And when we took at the 500 basis
poiats, that's nat the end of all, for us to have made this overwaight investment decision; we want 1o muitipty it on top
of that, 1l we knew we were going le give up 1000 basis points to have lower risk, then we want 10 get 2X, 3X, 4X or
3X that return. And now we're getting it.

iTyou look at your pontfolio, approximately 40 percent of it now was ovenweight in the highest quality brands in
the world. And the Russett 1000 value index disagrees having those companies in there. It's Wal-Mart. 1t's Home
Depol. Its General Electric. [t's Proctor & Gamble, Johnson & Johnson, IBM, Microsoft, First Data, Anheuser-
Busch, Oracle, and Dell Computer. The greatest brands in the world are seliing at a 50-year low.

Now, our process is excellent at identifying where the mispricings are. [t is a little challeaging to say, you know, it
has 1o happen in a 90-day period when yow've gone 1o a 50-year tow, that it's going fo happen guaranteed in the next
six months; but hopefully, this first installment payment over the last eight weeks is getting us 1o that perted, We look
at jt as we've gone ahead and bought an insurance policy, paid a premiuny, and certainly wouldn't want to go shead and
cancel it just as we're starting to get paid.

What we're finding right now is that our expectation s that this portfolio's camnings per share growth, which is to
the far right-land side, will be abour 12 percent compounded from here, just the earnings growth. The portfolio is
widerpriced by about 25 percent, just to get back to fair value. So if you ook 25 percent and the mispricing of the
value, you could grow it 12 percent off of that. And the implied growth rate in the marketplace is about 6 percent. So
we're fooking at we think we can double the returns for the market compeunded quarterly and annually for the next
five years,

We have not been able to make that staterment to eur clients singe inception. This is absolutely unprecedented that
it is just that laser focused what we can go ahead and deliver. Usually what we say is we¢ want to be able to do better
thaa 200 10 300 basis points a year, you know, compounded on the benchmark; bus right now, we've heen given a
pretty exceptional opporiunity.

The last 12 months, to your point, yes, we had to go shead -- it would have been great to have bought all these
companies on the same day all in the last two weeks and said we've identified all of them and they are all going to seli
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at a 50-year low at the same time, but they didn't. It's been in an accumalation phase, starting from Wal-Mart and
Home Depot and Generat Electric. :

[t's almost as if every quarter Wall Street becomes disenfranchised with a different business and they say this is on
sale now. What is it going 10 de? The process is teliing you when it's on sale to continue to buy it. And then I'l go a
Little bit further out on the limb because 1 think it's important 1o be honest with our clients. It would be very unusual
for us to be able to own these high quality companies in the next five years. They shouldn't be mispriced fike this.
There's no way. These companies are going to go akead and be priced like they always have historically at a premium
to the market, usually at 30, 50, 100 premium to the mark; and we're going to seif them because they're going 10 be
valued at premium. And we'll find --

DR. MALONE: If [ may, I'm looking at the ten largest holdings, and it pairs up with what you're talking now, and
all but three are in the negative, And some of these ars on your ten worst performers through September 30. | guess
the concern that we are all sharing is that we're fooking at these exact numbers through the last quarter. And you are
saying -- [ think 1 hear you saying -- have some faith and we're on the right rack and we're going in that direction.

MR. SIMON: More than having faith, We're getting our first installment payment. And the reason why we've
picked up 338 basis points of the 500 is from these companies right here.

DR. MALONE: Over time, because it seems like you have seven-year cycles based on your philosophy. 1 guess
what we've got to look at and must look at, not only in the short term, but afso your performance over time that allows
us £0 have confidence in taking some of the ebbs and flows out and moving more straight Hne,

MR, SIMON: We have a chart that we usually put in here for the traditional quarterly review, and ['ll get that sent
to you this afternoon, [t's a three-year rolling performance that we have. And it shows, even with the ¢bb and flow
that we've had for the last five years -- it's very unusual, by the way, 10 have two markets like that in 2 five-year period
-- the three-year rofling number is very smooth. And what you find is that very consistently outperforms by 250, 300
basis points on ¢very rolling three-year period. So that takes into account ristakes. it 1akes into account wild
volatility in the marketplace. And it tukes into account highest valuation known to man that teok place in 2000 to the
targest puspricing i 50 years.

[ think the bottom line is simply this. We need to outperform in the short term and in the long term. And if we
don't perform in the short term, there is not going to be any long term. So you know, | had an old coach that used 1o
say, don't tell me, show me. We understand thas. The reason why we showed you the latest and snost up-to-date
performance was to give you an idea that we are starting to get rewarded and it is starting to work. The portfolio
positioning is starting to work. So we're at the beginning of what Jeff and his team feet is a real solid stretch of
owperformance. And we realize that's what we're paid to do and that's what we need to do or cise, you know, you
need to find someone else that can. And we understand that. We clearly understand, you know, what our goal and
what cur expectations are,

MR, SILK: Tjust want to be clear here. We fully understand what our expeciations are, but we didn't want to come
down and leave here without hopefully giving you an idea of why Jeff's portfolio is positioned the way it is and why
he's so dars confident thal we are going to outperform in the short term,

MR. SIMON: We certainly appreciate your mission here on this board and what the goal is and the challenges over
the last 12 months, | can say for myseif I've seen about 80 clients since April, and the concems that you have are
valid. The thing that [ would tell you is that most of the boards, as we go through it, say, you know what, why don't
You own more energy and own more utilities? And when you hear pretty much uniformly that everyone says, well,
why don't we own more of this; welt, why do we want to own these companies; and then you take a look at your peers
that are investing and they're doing the same thing -- it doesn't taka much when everyone is on one side of the boat to
happen. Either the boat is going to wm over, or the peaple are going to realize the boat is a little rocky on that side
and get more to the middle or start to conte to the other side. It's very unusual to be able to position a portfolio with
the highest quality brand names in the world. It's unprecedented for a large cap value manager. [t may be for other
disciplines over time.




And the one thing that we are very sure of is that commodities -- there's a reason they are called commoditics,
They don't remain at that type of return for a lengthy period of time. There's going to be ebbs and flows, to your point
before. And the market right now is extrapolating the most recent information over the longest period of time. And
the uniform question that I've heard from every board -- and I'm sure you have the same question -- well, look at this
portfolio and, you know, interest rates are rising; why do we want to be in large cap; why do we want to be in value;
and why do you want to own these companies? And the way that we look at that question is this, that we can say the
Federal Reserve is raising rates or you can see that the Federal Reserve has been raising rates. We're in the camp afler
{2 interest rate hikes that the market is starting to look through, that there is going to be a different economic
backdrop. There is going to be a different list profile to invest in, bonds and equities and real estate. And that's what's
nappened in the conundrum Me. Greenspan identified.

So, to your point, the demarcation line has been set. We're seeing the rewrns here, And to the rest of the boards'
point, we certainly believe it's going 10 happen, the relative outperformance. We're wishing the next 90 days, but it
coutd be 120 days. And we could pick up 499 basis points out of 500 by March. So we would just hope that there is a
certain good will that we can build for you as we kind of approach this March deadline; that as you see more and more
improvement, that you remember we've been true 10 the process.

DR.JOHNSON: QOne of the peints that were made this moming was that froms September 30th to the end of
November, things have dramatically improved. Can you, before we approach that March deadline, give Ms. Ivey an
update on what those same numbers look like at the end of January? That way she can cireulate it to the Board.

MR.SILK: Absolutely. And we'lt get vou a full attribution and cemmentary so you dow't have t decipher it all.
THE CHAIRMAN: Thank you very much.
MR. SIMON: Thank you for your time.

THE CHAIRMAN: Next we have a discussion of open meeting legistation, Mike Marasco. legal counsel to the
Treasurer. Mike is very knowledgeable about this, and will give us a brief overview.

MR, MANASCO: Act 2005-40, Opening Mectings Act. It became effective October [. Wo are working on the
action points thal we need 1o do which is establish and adopt internal procedures that wilt assist us in meeting the
requirements of the act, as well as general board procedures.

The act defines what a meeting is as 2 prearranged gathering of a quorum of a governmental body, a committee, or
a subcormmittee that's regutated by time and piace set by law, And it also includes the same kind of gathering of a
body or commiltee or subeommittee to discharge its duties, such as exercise powers to approve the expenditure of
funds. And for our purposes, it also includes a gathering whether or not it is prearranged or required by law of the
body or committee or a subcomrmittee to defiberate on certain points; and that at the time of that gathering, the
participating members expect that it's going to come before the entire body for a decision immediately afier the
discussion or at a later time and deliberation,

What [ just taiked about really is a working session or investment poticy committee when you deliberate to
exchange ideas, facts, and information that is expected to influence how the whole body would vete to approve or
disapprove at a time immediately following a meeting or at some later time. So, obviously, for the act to apply. vou
need to have a quorum and you need to be doing something in the form of deliberation. [f you do not expect
something 1o come before the entire body, it would not necessarily be a meeting that woutd be covered by the act.

So what is the bottom Iine? 1f there is a meeting of the body, a commitiee or a subcommittee covered by the act,
what happens? One, the law requires tha YOu give notice. And, fwo, it requires that you make a recerd of the
meeting, like taking minutes and making them available to the public. And thirdly, it is that if you are having a
meeting, members of the public can come and record that meeting. And we'll establish policies for that.

Executive session is another big change. You can go into executive session for anything but discussing someone's
job performance. Anything related to job performance is going 10 have to be part of the open meeting,




MR. SHERLING: Would that relate to the job performance of our managers?

MR MANASCO: No, 1 don't think it would refate to the job performance of a manager. It relates to the job
performance of a public employee.

DR, MCGEE: What's the impact on conference calls?

MR. MANASCO: If you have a quorum on conference call and you're discussing something you expect to come
before the Board for a decision at a later time, that is going to be something that is going to have to be noticed and the
public have an opportunity to attend,

DR. McGEE: So conference calls are going to cover informational items -~
MR. MANASCO: Yes, sir. Any other questions?

THE CHAIRMAN: Thank you, Mike. We'll certainty be developing the procedures and sharing with the Board.
Our next business is Decision items. The first one is page 46 and 47 — the consideration of approval of the building
fee for two year colleges.

DR. McGEE; Madam Chairman, 1'd like to move adoption,
DR. MALONE: Second.

THE CHAIRMAN: Any discussion by the members of the Board? We want to thank Dr. Johnsen and Debbie
Dahl for providing us clarity on the subject. All in favor say aye,
(Board members in favor of the motion so indicated.)

THE CHAIRMAN: All opposed, say no. And the motion is carried.
Agenda ltem [V-B, resolution for exceptions to investment policy, page 48 through 30. Bud ..

MR. PELLECCHIA: This is the diversification warding section with regard to fatech. Their strict mathematical
trading strategy has guidelines in ptace for themselves that don't necessarily match our existing guidelines. And
they've asked for an exception swirounding number two of our domestic equity guidelines, which say that they can
have a stock in their portfolio with less than three years of operating history if it is pait of the benchmark that they are
trying to beat, 1 think that's appropriate. And [ think, to tell you the truth, it applies for all our managers. If we're
trying to allow ilent to beat a benchmark, then even if that stock has less than three years' history, if it's in the
beachimark, they should be allowed to buy it.

With regard to aumber four in your diversification guidelines, Intech has asked for an exception o aliow them to
invest in a sector or 4 security that may have differences in our guidelines as it relates o sectors and individual stocks.
And 1t would allow for Intech -- where it's really constrained is on the individual security of 2.5 percent of the relative
weight in the benchinnrk. Again, this is a diversification guideline. [t is another way of approaching it. And | think if
we want 1o invest in Intech with their strict mathematical and their trading process, it would be too probleratic for us
to put forth our guidelines and be strict about that. So [ think that it is apprepriate to aljow this exception for [atech
only. And that would be on four, for Intech only. And number two is for all managers.

DR. JOHNSON: [ move adoption.
MR.SHERLING: Second.

THE CHAIRMAN: Allin favor say aye. ]
{Board members in favor of the motion so indicated. )

THE CHAIRMAN: All opposed say nay. The motion carries,




The next business is consideration of a resotution to issue an RFP for a domestic equity large cap valfue manager,
page 51. Bud.

MR. PELLECCHIA: As you know, we are giving Bear Stearns a sel limit on their performance to improve. In the
meantime, we are proposing to draft and issue and RFP so that we can be ready with a new managey if Bear’s
performance does nat improve.

MR.JONES: Move for adoption.
MR. SHERLING: Second.

THE CHAIRMAN: All in favor say aye.
(Board members in favor of the motion so indicated,)

THE CHAIRMAN: The motion carries,

DR. MALONE: [ have a question related to that. When we talk about improvement and expectations of
fmprovement as we monitor the monthly reports, will you be prepared to better define improvement in terms of your
professional expectation? .

MR. PELLECCHIA: Right. A lot of times people say we're going to watch this manager, but we don't put a
specific goal in mind. | suggest a goal for Bear of 500 basis points. Now, if they're short by five of ten basis points,
that doesn't mean we have to fire them, So yes, | would give my expert opinion at the time, but [ wanted to put a
guantitative goal in mind.

DR. MALONE: Thank you.

THE CHAIRMAN: Item [V-D, valuation assumptions and consideration of resolution. Bob Cromptos, our
acluary.

MR. CROMPTON: Thank you. [ will be as succinct as possible, but as verbose as necessary, The first
assumption that | have in the charts before you is the assumption on tition inflation. And if you'll tum 10 page 58,
you'll see that | am recommending that the assumption be changed from 7.5% to 7.25%. [ have some historical backup
in the earlier charis that show the year-to-year, two-year and four-year inflation numbers as well as the aggregate
inftation numbers for the weighted average tuition. And you'll see that the most current results on page 55 are long-
term average of the aggregate WAT. The weighted average tuition is 7.08 percent. And actually, it's a little bit lower
than that; because when I put this together, [ used the weighting of enroflment from last year. And we would actually
have a smaller four-year increase.

1 also assumed that we would have an overall 2 percent increase in the two-year tuition numbers for (05-06, but thar
did not happen. So the two-year number will change because of changes iz the enrollment weightings, and the
aggregate number will be something lower than 3.27. Tf you tumn to the next page, page 56, there isa graphical
representation. There is a solid fine running at 7.08 percent numbers, the long-term weighted average tuition increase.
Ard then the dashed line is the year-to-year change. And what you see is if we had taken this look fast year, we would
have been on top of the mountain, looking backwards, And if you turs back one page, that 7.08 percent would be
something higher than 7.25 percent,  As an actuary, what this tells me is that the series of inflation numbers is still
unseasoned, and we have to be careful where we take our average. We have to make sure that we are not picking up
too much of the high cycle and not enough of the low cycle.  And I've summed this up on page 57. The inflation
numpers that we've seen the last two years endiag in 04-05 is a short-term spike; and that for the near future, what i'm
anticipating is a period of moderate increase, . Lo

We do have very strong ecanomics at the state revenue {evel which we anticipate to flow into higher education
appropriations, which reaily drive the numbers that you see before you. Overall, in the fong term, | do anticipate
periods of both moderate increases and spikes such as what we have seen recently; but the real story is that the
historical average that we're fooking at right now remains a reasonable guide o setting the assumptions. That leads




me to the 7.25 percent, the average plus a little bit of conservatism there. So 7.25 compared to a prior assumption of
seven and a half compared to current long-term average of just under 7.08 percent.

DR. MALONE: [ really think that in our state, we have an undervaluation of higher education. And [ know that's
ceriainly the case in the Troy system. And it's very difficult for a CEO o talk to his or her board about let's now value
our product on a higher basis than we have because, again, we're a poor state. But | really think what's occurred now
i5 your institutions, particularly your regional institutions, are mare accurately valued in their fuition and fees. And at
the same time, we are now a fittle bit prosperous as a state. So 1 really think these are harbingers for reasons to support
your assumptions, in particular, the relative prosperity.

Butif you argue it, okay, we're going to go back into a recession or we're going to be in proration in '08 or *09, |
still think that that other factor of proper valuation of product is probably going te militate against those big double
digit increases that maybe we've seen inthe past.  It's a little bit harder to quantify what I'm saying. A lot of this is
more psychological; but | do think the CEQs, at least in my watching in the '90s and early 2000s, have really tried to
come ta grips with that netion.

MR. CROMPTON: Thank you, Dr. Malone. Just to give a little further explanation of that, if you look at the chart
on page 56, what the 7.25 percent assumption says is that if we cycle through exactly what we've had shown here, the
7.25 percent will be more than adequate over the future. Of course, no cycle is exactly the same, but there are
similarities over time.

The next assumption to consider is the investment return. Pages 60, 61, and 62, shows historical results, And on
page 62 through fast year, our result is 9.02. Of course, I understand from the earlier presentation that that average is
going 1o be slightly higher than the most current year's results.  Mow, Bud mentioned at the working session that his
best outlook for the next five years is 7.88 percent. My recommendation, beginaing on page 63, is that we bifurcate
the current assumption into a short-term and a long-term rate of return. This is an approach that's been used in other
states and captuses both the current investment envisonment and long-term expectations reflective of the program's
stralegic assel management.

In turning to page 64, specifically, I'm recommending 7.88 percent for five years based on Bud's recornmendation,
combined with a move to 9 percent beyond five years based en actual historical returns; but { would cerainly value
any comments that Mr. Pellecchiz has to make regarding the return beyond five years.

MR. PELLECCHIA: 1 would agree if we had a 20-year lime horizon that it would be higher than 7.88. Looking
historicaily, we certainly have achieved that with this asset allocation, so | could support that. But [ do think over the
aext five years, it would be something more like 8 percent, 7.88. That does assume index performance. We are
hoping to get a premium on active management. We haven't gotten that in the past, but our hope is that we will get
50me premium on active management. So | am comfortabie with 7.88 over the next five years.

DR.JOHNSON: [{ the number of enroliees continue to tag behind historical assumptions and the payouts continue
to reflect the 7.25 projected increase, then the size of the fund will shrink. [f the buying power of the fund shrinks,
will that impact the longer term proposed assumption of ¢ percent?

MR, PELLECCHIA: Notunless you change your asset allocation. Less assets is cansidered in the actuarial
assumptions outside of the investment return. But [ think if you continue to sell less contracts, thar is an {ssue; but it
doesn't impact investment retum.

DR. JOHNSON: I'm comfortable with the current assumption and 'm comfortable with the 7.38. [ think if the
trend line continues and we sell less contracts, we've got less margin of error and making a long-term assumption

beyond five years gets to be a little bit more difficutt. {1 just peint that out.

MR. JONES: But based on the data you're giving us, our compound average at 9.02, we dor't have much room for
margin of error. | would feel a jittle more comfortable even if that was down to 8.75 just to have some room for ervor.

MR. CROMPTON: Certainly, from a practical standpaint, as you're considering this, there is not realy much
difference between a 7.88 and an 8.00 retum for the next five years, 12 basis points, for a five year period. 1t's really
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within what | would consider the cone of uncertainty; that is, it could go 12 basis points either way, And as faras [ am
concemed, that would be within a margin of ervor that is fairly normal for an actuary.

MR. JONES: Bud, [ think the Board is comfortable with 7.88, but give us a view of being a littie more
conservative on the fong tertn. [s there an argument to be a little more conservative?

MR. PELLECCHIA: Yes. Youknow, the 14 and & half years since inception of this fund participated in one of the
greatest bull markets that we've ever scen. So that 9 percent could be skewed. And the 20-year horizon, going
forward, especially if the next five are at 7.88, 9 percent may be high. The last 20 years or the last £3 vears are not
reflective of what the next 15 years are going to be. So if it was up to me, § would probably be comfortable with 8.25
to 8.50.

DR.JOHNSON: The thing that concerns me is that we had that 14 years of really good, stroag market, and it
parallels the strong growtl in sales of contracts. And so you have more doilass to leverage every year. Now, we hit
the point where payouts are high, sales are low. And it's seems to me that we ought to tzke a more conservative view
ofthe long run. 1 think the short term is fine. I think the spike in the economy and the assumptioas there are okay,
but over the long haul. I'd recommend we go 1o 8.5 and revisit it every year.

THE CHAIRMAN: So we have 7.88 for five years and for long term 8.50 and we revisit annually.
DR, MALONE: Second.

THE CHAIRMAN: Any discussion? We're going to adopt this in the resolution, so we've got a consensus on that
at the moment. So we don't need a particular motion.

DR. CROMPTON: The next item on page 65 is the two-vear college participation. This one is the most difficult to
explain, so I ask you fo bear with me.  As you know, the actual hours of twa-year participation have been running at
justover 15 percent of 1otal hours being paid oul, 15.1 percent. And that has evidently been very stable over time.

The difficulty is that we have 10 be careful that we're not comparing apples 1o oranges.

Ifin every future year we have £5.1 percent of hours being two-year college hours, what that means really is that
rather than having the first two years of benefits being two-year benefits at 13 percent, it means that for ali four vears,
actually four years and a half, we would have 15 percent of our participation being at the two-year college level, The
difficuity that we have is that we have some people who are receiving benefits in their first year of a university, some
in their second, and so on. The way [ did this analysis is T looked at all of the depleted graduated and expired
contracts, those people who used up all of their benefits, so that [ wouldn't be looking at people who were particularly
through their use of PACT credits and to make sure that what | was looking at really was consistent for all the people
that [ was looking ai.

Foralf of the contracts that had used all of their benefits, the two-year college participation rate was 8.2 percent,
Now, that 8.2 means either that every year, all four and a haif years, we have 8.2 percent of the credits being used
being two-year coilege credits. But we don't reatly anticipate people to use two-year college credits for four and a half
years of their college career. So | translated that into the usage that's equivalent over the first two years of their cotlege
carcer. That equivalent percentage is 17.3 percent compared to the current |5 percent. So my recommiendation is that
we increase the two-year participation in the first two years of benefit usage from 15 percent to 17.5 percent.

DR. JOHNSON: That's probably an accurate assuraption. You could expect modest growth as the students leamn
more about the articulation agreement, the fact that they can get their howrs at 30 cents or less on the dollar.

MR. CROMPTON: The next assumption is bias load, On page 66, it says that this is still the analysis stage, [ do
have some handouts that [ will distribute at this point that talk about historical results on the bias load. et me recap
what the bias load is all about. When we caleulated the weighted-average tuition, we use actual in-state resident
enroliment for undergraduates 1o determine the weighted-average tition, However, we do run the risk that our
beneficiaries will use their benefits at, say, Auburn and Alabama and wind up with benefits that are greater than the
weighted-average tuition, And that's what we are attempting to recognize, that we're recognizing a risk in the bias
lead.




And the current assumption of 5 percent bias load means that when we pay out a credit hour of benefit, we're
paying out at WAT times 1.03. That is we're paying out at 3 percent higher than the weighted-average tuition. | have
assembled some stats that show for academic years 1994-93 through 2004-05 what the actual payout per dollar of
credit usage is compared to the WAT for that year. And you'tl see that it starts low. It starts out at 4.4 percent, and it
grades up to 10,7 percent for 04-03 with an average of 7.8 percent.

The assumption currently is 5 percent. Because the 7.8 percent is relatively close to the 5 percent, my
recommendation at this poiat is 1o retain the 3.0 current assumption but revisit this every year because we do have an
upward trend,

DR. JOHNSON: Dr. Malone, do you see the trend continuing unless something politicatiy happens for the four
years, continue to really aggressively recruit the out-of-state students?

DR. MALONE: Yes, [ do.

DR. McGEE: And, also, it's kind of unique that we don't cap enrollments in the state, Most states would cap
enroilments at the flagships and the regionals, and that disperses the enrollment to all the séate's colleges and keeps the
numbers even. As long as you let the number grow, they're gaing to keep growing,

MR. CROMPTON: The next assumption that I'm showing is the spiit by semester. This is one that perhaps we
haven't talked about much in the past. On page 68, you'll see that the current assumption is hatf of the benefit for years
paid in fall semester and half is in the spring. On the preceding page, I show what the historical trend has been. And
there is a sizeable participation in sumimer school for PACT beneficiaries. And if you'll laok, you will see that that has
bounced around between 1§ to 12 percent.

Also, there’s an interesting tread on the fall participation. Currently, it's at 46 percent, but you'll see that that's
actually increased over time, My presumption as to the pattern you see for fall is that we've had a decreasing number
of beneficiaries go to schools that have a quarter system rather than a semester system; because the way | counted
these, winter quarter, spring quarier, spring semester are all counted under winter/spring here while fail would be fall
semester, fall quarter.

So given that, my recommendation is that we change fom 50 percent fall semester, 50 spring semester to & 45/43
fall/spring split with 10 percent for susnmer schao.

DR.MALONE: Help me understand where that variable factors in.

MR. CROMPTON: [f's a minor factor, but it does affect the assumptions on cash fiows and when we pay benefits.
As does the succeeding assumption, which is our average payout months, On page 70, you'll see our current
assumption is September 15t for fall semester, February st for spring semester, ['ve incleded history on page 69.

And historically, we've paid out a monih or two months or even three months later than the September | and
February | date. So I'm recommending a change to November 1st for fall semester, March Lst for spring semester,
August |st for summer semester. The inveice dates are incredibly advanced past the envoltment date which is
reflected in the dates the invoices are being paid.

DR.JOHNSON: Have we disadvantaged a student in a serious way by holding their money?

MS. EMFINGER: We don't hold it. [t's just that the college doesn’t bill us until afier the drop/add period, and then
have to verily hours and such prior to billing. So by the time they get the bill to us, it's very late in the semester, And,
we pay the bill within days of receipt.

DR. JOHNSON: ['d like to know a Hittle bit more about how PACT benefits work towards a student on scholarship.
And I'd like our staff 1o ask the universities and make sure we have some report on students that eam scholarships that
ase tuition scholarships, when are they entitled -- how do they get their money and when do they get it. Are we
running a semester behind in giving it to them? And is that fair to families?




MS. EMFINGER: As scon as we get an inveice, it's paid within a week to ten days.

DR. JOHNSON: I'm not faulting us. It actually helps us for the college to bill us late because we keep the money
and eam more. ['m just simply saying timely billing by the university at the end of the drop period for a two-year
college might be getting their money the first of Octeber rather than the first of December. And ! don't know that
that's fair to students, | may be trying to solve a problem that doesn't exist.

MS. DAHL: Idon't know the answer to your question, but I know [ stayed on some of aur colleges for billing late
Just from a cash flow basis. 1can't answer the student end of the question, who gets a scholarship; but some of our
oftices bill later than they should be billing.

DR. JOHNSON: Let us try to take that up at the Council of Presidents.
THE CHAIRMAN: On the recommended assumption for payout, we agree with the recommendation?
DR. JOHNSON: Yes.

MR, CROMPTON: The final.assumption is the contract cancellation assumption. You'll see on page 72 that the
current assumption is no cancellations through ninth grade, | percent tenth graders, 2 percent eleveath graders, 3
percent twelfth graders. On the previous page, page 71, I've come up with the historical experience over the last year
orso. Rather than based on grades, based an year from the purchase of contract, since the cancellation experience
does seetn to vary with the length of time from purchase. And youw'H also see that I've split it out between type of
payment because those who pay a lump sum typically have much lower cancellations. Those who buy on an
installment plan, be it the five-year or the extended payment plan, do have somewhat higher cancellation assumptions.
And I'm recommending the assumptions that are somewhat smoothed out based on our experience. You'H find that
recomeendation on page 73. [ realize that in the overall scheme of things, the cancellation assumption will have
perkaps a very smail effect on financial results. Nevertheless, this is my recommendation based on experience for
yaur consideration.

DR.JOHNSON: { move we adopt the assumption.
MR, SHERLING: Second,

THE CHAIRMAN: The resolution cails for two other categorics to be considered that we've not discussed yet,
Omne is death and disability, and the other is number of hours and benefits used.

MR. CROMPTON: I'm recommending that we have no change to those from the current assumption.  Death and
disability, we currentty have a zero assumption. The experience thai I've seen at almost every plan is that reported
deaths and disabilities are vanishingly small. The other assumption has to do with the number of hours used, 128
hours. The historical experience indicates that 128 hours is approximately right for people who have ased their
benefits to date, those who have depleted, graduated, or lerminated, So my recommendation of those is no change.

THE CHAIRMAN: 1f you will follow along with me, let's look at pages 74 and 75, investment retum. What we
have at this point is 7,88 percent over five vears and then 8.50 thereafter, Tuition increase is 7.25 percent. Number of
hours of tuition is 128, Enrollment of PACT beneficiaries, 7.5 for two-year colleges. Contract cancellations as
recornmended by the actuary. Payout on wition and qualified fees will be November 1, March 1, August 1. Death and
disability, zero. Bias, 5 percent, Semester split, 45 percent for fall, 45 percent for the spring, and 19 percent for the
summier. [s there & motios (o adopt?

MR.JONES: | move we adopz the resolution as read.
MR. SHERLING: Second.

THE CHAIRMAN: [s there any discussion? All in favor of adopting Agenda ftem 1V-D say aye.
{Board members in favor of the motion so indicated.)




THE CHAIRMAN: Al opposed? Motion carries.

Next item of business is meeting dates for '06, and they are before you on page 76. If those meet your approval,
we'll adopt those. Is there such a motion?

DR. McGEE: So move.

MR. JONES: Second.

THE CHAIRMAN: Motion made and seconded. Allin favor say aye.
(Board members in favor of the motion so indicated.}

THE CHAIRMAN: All opposed nay. Motion carries.

One other item of business. With Willie Huff's term expiring, we will need a replacement member of the
Investment Committee. T'd like to recommend or ask Mr. Buffkin if he would honor us with that responsibility and
serve on the Investment Committee for the Board.

MR. BUFFKIN: I ook forward to participating.

THE CHAIRMAN: TI've never been so thankful to get to work with colleagues like are around this table and staff to
support this worthy program and our worthy counselors and advisors. [ am truly grateful. It's truly speciai to be a part
of a program that impacts the lives and families and the growth of this state.

Any more business before the Board? Is there a motion that we adjourn?
MR. SHERLING: So move.

THE CHAIRMAN: So move.
(The proceedings concluded at 12:43 p.m.)

\(2ey [ VEy
Chairman Kay fvey / : /




AGENDAITEM IV, (A)

Adopted Resolution by the
PACT Board of Trustees at its meeting on November 30, 2005

Topic: Approval of “Special Building Fee” at Two Year Colleges

WHEREAS, the Legislature has created the Wallace-Folsom College Sa;/ings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act”); and,

WHEREAS, the Board of Trustees (“Board™) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and

WHEREAS, The PACT Program is established whereby purchasers enter into
PACT contracts for the future payment of tuition and Qualified Fees at eligible
educational institutions as provided in Section 16-33C-6 (2) Code of Alabama, 1973, and

WHEREAS, the Board has defined Qualitied Fees as those fees approved by the
Board which are required as a condition of enrollment for all students attending the
Postsecondary Institution in which the Designated Beneficiary is enrolled; and

WHEREAS, the Board has received and considered substantial information
concerning “Special Building Fees” from Dr. Roy Johnson, Chancellor, Alabama College
System and his assistant, Debbie Dahl; now

THEREFORE BE IT RESOLVED, that the “Special Building Fee” at the 2
year colleges shall be, and hereby is, approved as a Qualified Fee and adopted by the
Board on behalt of the PACT Program for the 2005-2006 academic vear.




AGENDA ITEM 1V. (B.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on November 30, 2005

Topic: Adoption of Changes to the Investment Policy

WHEREAS, the Legislature has created the Wallace-Folsom College Sa:vings
[nvestment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,
1975 (the “Act”); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, the Board has the power to invest as it deems appropriate any funds
in the PACT Trust Fund in any instrument, obligation, security, or property that
constitutes legal investments for public funds in the state, including legal mvestmen{s for
the State Treasurer and the Alabama Trust Fund; and,

WHEREAS, the Board has the power to establish other policies, procedures, and
criteria necessary to implement and administer the provisions of the law; and,

WHEREAS, the Board’s Investment Consultant, Callan Associates, has reviewed
and revised the 2005 Investment Policy to indicate recommended approval of exceptions
to the investment policy as requested by INTECH, LLC; and,

WHEREAS, the Board has considered the recommended exceptions as attached
hereto and,

NOW, THEREFORE, BE IT RESOLVED, that the revised Investment Policy
and Guidelines Statement dated August 2005, for Domestic Equity Investments
Managers in substantially the form presented to the Board shall be, and hereby is,
approved and adopted on behalf of the PACT Program.




Agenda Item IV, (C)

Adopted Resolution by the
PACT Board of Trustees at its meeting on November 39, 2006

Topic: Request for Proposals for Domestic Large Cap Equity Value Manager

WHEREAS, the procurement of professional service providers is subject to the
requirements of Section 41-16-72(4), Code of Alabama (1975); and

WHEREAS, the Board of Trustees has approved an asset allocation that includes
large cap domestic equity value management; and

WHEREAS, the Board reserves the right to select one or more large cap
domestic equity value investment managers through a competitive selection process ; and

WHEREAS, the Board desires to proceed with the selection process ; Now

THEREFORE, BE IT RESOLVED that the Board authorizes the staff of the
Treasurer’s Office (1) to distribute a Request for Proposals to all interested entities as
determined by State Purchasing and by the PACT Program and Consultant and (2) to
provide access to the proposal on the Treasurer’s website

BE IT FURTHER RESOLVED that the Investment Consultant to the Board is
directed and authorized to evaluate all responses to the Request for Proposals and provide
its evaluations and recommendations to the Investment Committee. The Investment
Committee shall discuss and review the information provided so that such entities that
present with initial merit, qualifications, experience and ability to best meet the needs of
the PACT Program as expressed in the request for proposals can be selected and invited
to appear and make individual presentations to the Board at a designated time when the
Board is convened with a quorum present.




AGENDA ITEM IV. (D.)

Adopted Resolution by the
PACT Board of Trustees at its meeting on November 30, 2005

Topic: 2005 PACT Trust Fund Valuation

WHEREAS, the Legislature has created the Wallace-Félsom College Savings
Investment Plan (the “Plan”) pursuant to Title 16, Chapter 33C of the Code of Alabama,

1975 (the “Act™); and,

WHEREAS, the Board of Trustees (“Board”) is created and charged with the
oversight of the PACT Trust Fund by Section 16-33C-4, with powers enumerated in
Section 16-33C-5(1)-(12); and,

WHEREAS, as a part of oversight the Board of Trustees is responsible for
approval of the actuarial assumptions used in the annual fiscal year end valuation
of the trust fund; and,

WHEREAS, Robert B. Crompton, Actuarial Resources Corporation, the
actuarial consultant, has provided his recommendations, assumptions and advices
to the Board, and the Board had substantial discussion and consideration thereof:
Now

THEREFORE, BE IT RESOLVED, that the Board adopts the following
assumptions to be used in the September 30, 2005 trust f'ii-nd valuation:

Investment Return: Next five years: 7.88%; 8.5% thereafter

Tuition Increases: 7.25%

Number of Hours of Tuition Benefits Used: 128




Enrollment of PACT Beneficiaries: 82.5% for four-year universities; and
17.5% for junior colleges
Bias: 5%

Contract Cancellations:

(Year 0 5 Lump 5-Year ‘Extended
year _ oOf Sum

purchase)

Year 0 0.5% 5.0% 6.0%
Year | 0.5% 2.0% 5.0%
Year 2 0.5% 1.0% 4.0%
Year 3 0.5% 1.0% 4.0%
Year 4 0.5% 1.0% 3.0%
Year 5 0.5% 1.0% 2.0%

and later

Payment of Tuition and Qualified Fees:

— Fall-Nov. |

Spring — March 1

- Summer — August |

45% Fall, 45% Spring, 10% Summer

Death and Disability: none




